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No man, whether skilled or unskilled, undertakes that the task he 
assumes shall be performed successfully, and without fault or error. 
He undertakes for - faith and integrity, but not infallibility, 
and he is liable to his employer for negligence, bad faith, or dis- 
honesty, but not for losses consequent upon mere error of judgment. 

While the above quotation from Cooley’s Torts may and 
probably does state the law applicable to auditors generally, yet 
if the auditor of an insurance company whose business is country- 
wide fail to seek out and correct errors that are to be found in its 
accounts, he may not suffer the penalities provided by law, but 
I can assure him that he will have visited upon him the criticisms 
and in some instances the execrations of some fifty varieties of 
insurance department employees from actuaries down to ordi- 
nary clerks. 

In any discussion of this subject, we must not lose sight of the 
fact that insurance is the subject of supervision, not only so far 
as assets and liabilities are concerned, but also in respect of the 
character of undertakings, the nature of contracts, the risks 
assumed and the precise manner of conducting the minutest 
details of the business. 


NATURE OF ACCOUNTS 


As practically every detail of an insurance company’s business 
may be subjected to official scrutiny, it is well to have some 
knowledge of the requirements of law in the several states where 
it is admitted to transact business and of the information required 
of it in its annual statements or reports. Whatever of resentment 
may be aroused in the minds of the insurance-company officials 
against the peremptory demands for the furnishing of data 


*An address before the Accountants’ Club of Southern New England, at Providence, Rhode 
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concerning their business, we must not lose sight of the fact that 
such requirements must be met if such companies are to continue 
to transact their business. Therefore, it is the part of wisdom 
for insurance companies so to arrange their books and accounts 
that the desired information shall be readily available. Such a 
course not only meets with favor from the examiners who are 
called upon periodically to look over the affairs of companies, 
but will, I am convinced after some twenty years of experience 
both in a supervisory capacity and as an auditor of insurance 
accounts, generally produce results satisfactory from an account- 
ing standpoint. 

Seemingly, every insurance company has a different system of 
accounting, but the annual statement blank prescribed by the 
National Convention of Insurance Commissioners has had a 
considerable influence on the more recent systems installed and 
gradually, in the older companies, the accounts are being modified 
to meet the requirements of that blank. 

As in every other kind of audit, the auditor of insurance 
accounts should familiarize himself with the system in use in the 
company’s office. He should know the processes by which trans- 
actions become a part of the records of the company, the books 
that are in use and their purposes. It is presumed that the 
auditor will carry on his work without undue interference with 
the regular routine of the office and without taking up the time 
of clerks and officials unnecessarily. He should therefore know 
where books and records and accounts may be found. He should 
abstain, as far as possible, from calling upon officials or others 
for explanations of trivial matters, but if he feels that such matters 
demand an explanation he should await a favorable opportunity 
to approach his prospective informant, preferably making less 
important questions the subject of a part of an interview upon a 
more weighty topic. 


SCOPE OF THIS DISCUSSION 


In my discussion of this subject, I shall proceed, as logically as 
I am able, to tell of the different steps which I usually follow in 
verifying a company’s accounts, always having in mind the 
several items appearing in the annual statement blank pre- 
scribed by the insurance departments of the several states and 
the requirements thereof, but omitting items of minor conse- 
quence. 

82 








Audits of Accounts of Fire-Insurance Companies 


I shall explain my method of verifying the receipts and dis- 
bursements, and the assets and liabilities, and of applying test 
checks where a complete verification would appear to be without 
the scope of the usual audit. 

It must be borne in mind that fire-insurance companies differ 
in some respects and that they transact their business on different 
plans. There are stock companies, or those having capital stock, 
managed and controlled by the stockholders, and mutual com- 
panies, operated and managed by the policy holders. Again, 
there are the so-called ‘‘non-agency”’ companies, that is, those 
companies which employ no agents and pay no commissions for 
securing their business, and those which secure their business 
almost entirely from agents, usually on a commission basis. In 
the audit of an “‘agency company” the element of agents’ 
balances and their daily and monthly reports must be taken into 
account. In the “‘non-agency” companies the policies are all 
written at the home offices so that the process of verification of 
these different classes must be varied somewhat and this I will 
explain as the divergence appears in the course of discussion of 
the items of the statement. 


ANNUAL STATEMENT BLANK 


The underlying principle of the annual statement blank is 
that if the excess of receipts over disbursements in any given 
year be added to the assets at the beginning of the year, the sum 
will equal the assets at the end thereof. 

In my discussion of the requirements of the statement blank I 
will explain the processes, taking up the items in the order in 
which they appear under various heads. I am led to this course, 
first, because the accounts of insurance companies usually lend 
themselves most readily thereto, and second, because my early 
training and experience have been such as to enable me to ex- 
plain more clearly if not more concisely, the accounts and meth- 
ods and practices of fire-insurance companies from that viewpoint. 

Premiums, of course, are the principal item of income. In 
‘“‘non-agency”’ companies, of which there are several in Rhode 
Island, notably the so-called ‘factory mutuals”, the most exact 
and perhaps the most satisfactory way is to check every premium 
from the policy copy books into the policy registers and verify 
the totals. Another check may be had by adding to the total 
outstanding or unpaid premiums at the beginning of any month, 
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the total writings as shown on the face of the policy registers for 
that period, and deducting the cash received for premiums as 
shown in the cashbook. The difference should equal the unpaid 
premiums at the close of the month so verified, and thus prove the 
total writings. This process may be repeated for every month 
of the year, or it may be applied for the entire writings of the 
year. 

In ‘‘agency”’ companies, where practically all the business is 
transacted through agents, the business is reported to the home 
office on what are commonly known as “daily reports’. These 
reports, as they are received, are entered upon policy registers, 
usually by states and agencies, arranged alphabetically. The 
policy register should show the policy number, renewal number, 
name of agency, name of insured and location, the commence- 
ment and termination of the risk, the term, rate, the amount of 
insurance and the premium. 

There is a wide variation in the methods followed in the several 
offices and the accountant should familiarize himself with the 
practice of the office whose accounts he is called upon to audit. 

At the close of each month the amount of business transacted 
in each agency is summed up and carried to the record sheets and 
the total of such sheets is in turn posted to the premium account 
in the ledger. 

At the close of each month, every agent is required to send his 
account to the home office. This is known as an account current, 
or monthly account, and is posted to what is commonly known 
as the agents’ ledger. 

It will be apparent that the total premiums entered upon the 
policy registers for a given period (after certain adjustments are 
made for policies written by the agents at the end of a given 
month but a report of which does not reach the home office 
until after the close thereof) will equal the total writings as reported 
by the agents. 

Obviously, in a large company where many thousands of poli- 
cies are written each month, it is not expected that every premium 
shall be checked by the auditor. I have found that a very good 
method is to take some of the larger agencies and to check thor- 
oughly all of their writings for some given month, but taking the 
reports of each agency for a different month, endeavoring as far 
as possible to have a check of some one agency for each month of 
the period covered by the audit. 
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As in the case of the ‘‘non-agency’’ companies, a further check 
of this item may be secured by adding to the unpaid premiums at 
the beginning of a given period all premiums written during that 
period, and deducting therefrom the cash receipts credited to the 
item on the cashbook during that time. The difference should 
equal the unpaid premiums at the close of the period and thus 
prove that the total writings are correctly accounted for. 

Cancellations.—Up to this point, no account has been taken of 
premiums which have been canceled by the agents through whose 
offices they were originally written, or by the company itself. 
Where return premiums are paid by such agents, which is usually 
the case, the total thereof may be verified from the monthly ac- 
counts. Then, too, every cancellation is immediately reported 
by the agent to the home office of the company and that fact is 
noted on the policy register in the account of the agent either 
in red or upon a separate sheet of a different colored paper. The 
totals of such cancellations so reported are of course to be de- 
ducted from the gross premiums written for we must bear in mind 
that, in a verification of the item of premiums, we are constantly 
charging the management with all writings and placing upon them 
the obligation of accounting for them. We must, therefore, give 
them credit for all cancellations, since they involve the return of 
the whole or some part of their writings. I say the whole or 
some part of the writings because there are two kinds of cancel- 
lations, viz., those where policies are canceled from date of issue, 
in which case the whole premium is returned or credited, and 
those where policies have been in force for some time and are 
then canceled, in which case only a part, that is, the unearned 
portion of the premium is returned. 

Reinsurance.—Reinsurance is the process of ceding to another 
company of the whole or some part of the risk assumed. It is 
done in various ways. The more common is by way of what is 
known as a reinsurance agreement, whereby usually some fixed 
percentage of all risks of a certain class are automatically assumed 
by the reinsuring company. Another practice is to secure from 
some company a policy reinsuring some part of a particular risk. 
In either case, the auditor must ascertain the total of the pre- 
miums ceded in this way. In an isolated case, he may ask to 
be shown the policy covering the reinsurance and thus verify the 
amount of credit which the company which is being audited shall 
have. If under a contract for automatic reinsurance, then he 
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should verify the entries which are made from time to time as 
reinsurance is effected upon what are known as ‘‘bordereaux 
sheets”. Again, all items of reinsurance are usually entered in 
the policy register under the head of the agency which originally 
issued the policy so that a verification of the total credits in that 
agent’s account will enable us to arrive at the aggregate of net 
premiums written during the period of the verification and the 
total of reinsurance effected. 

Having ascertained the total premiums written, we then deduct 
from that total,on the income side of the statement, the sum of all 
premiums canceled and reinsured, and the result gives us the net 
premiums for which the managementof thecompany must account. 

Income from Investments, of course, will be found on the debit 
side of the cashbook. The auditor should secure from outside 
sources the rate of dividend paid upon the stocks listed in the 
company’s assets during the period of the audit and the date 
when any dividends are declared. He should also learn the 
interest collectible upon bonds and other investments of the 
company, and with this information he may readily ascertain if 
all revenue from these sources has been properly accounted for. 

In the annual statement blank prescribed by the insurance 
departments, allowance is made from income under this head for 
disbursements on account of accrued interest on securities pur- 
chased. The original vouchers on file iz the company’s office 
will reveal the total of such disbursements and of course the pur- 
chases made during the period will appear on record on the credit 
side of the cashbook, so that an absolute check of this particular 
item can be had. 

Other Income.—The annual statement blank to which I have 
referred is so designed that in order to secure a total of income 
which, added to assets at the beginning of the period, less dis- 
bursements, will equal the ledger assets at the end of the period, 
all income must be entered under that head. So, in case a com- 
pany disposes of any of its ledger assets, that is, its securities or 
property, which form a part of such assets, and realizes a profit 
from such sale, the amount of such profit is to be entered in 
income. Again, if a company mark up any of its property or 
securities, or in other words, increase the book value of any of its 
property which is a part of its ledger assets, the amount of such 
increase must likewise appear. It therefore becomes necessary 
in the course of an audit to ascertain what, if any, sales have been 


86 














Audits of Accounts of Fire-Insurance Companies 








effected during the period covered, the book value of the thing 
sold at the time it is disposed of and the price at which it is sold. 
The excess of the sale price over its book value at the date of its 
sale is then to be carried under the head of income. On the other 
hand, if a loss results from such sale, the difference must appear 
in disbursements under the proper heading. Similarly, if the 
company increase the book value of any of its property during 
the period, the amount of such increase must appear in income. 
Such an item is of course easy of verification. 

The item in the statement blank relating to profits from sales 
or maturity of ledger assets is entitled “ profit on sale or maturity 
of ledger assets’’; that for reporting increases in book values, or 
where assets are marked up is entitled ‘‘increase by adjustment 
in book values of ledger assets.’’ Each item has subheads for 
(a) bonds, (b) stocks, (c) real estate, etc. 

Having added to the above-mentioned items the income from 
all other sources, we now have the total for which the management 
must account, and we then proceed to verify the disbursements. 


DISBURSEMENTS 


Losses.—It is a common rule among insurance company exam- 
iners and auditors, that every item of disbursements should be 
proved. It is a good rule to which to adhere. Bills, cheques, 
vouchers and other documents are available. They should be 
examined carefully. The item of losses is the most important on 
the disbursement side of the company’s statement, and it follows 
that a corresponding amount of care should be exercised in its 
verification. Asa rule the company records concerning this item 
are complete and are carefully kept. They usually consist of a 
loss register and loss files. The loss register gives the claim 
number, the policy number, the name of the insured, the date of 
the fire, the amount of the policy, the estimated loss and, when 
adjusted, the amount of the loss as adjusted, the amount paid, 
and the date of payment. As losses are paid, proper entries are 
made on the credit side of the cashbook, with sufficient details to 
enable one to trace the item back to the loss register. 

Perhaps the most expeditious and at the same time the most 
satisfactory method of checking loss payments is to take the files 
of paid losses and to check items therewith into the loss register, 
comparing the amounts with the vouchers. I might add that in 
most cases at the present time losses are paid by draft, and the 
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evidence of payment is usually found among the loss papers in 
the files. Having checked all drafts found in the paid files, with 
the entries in the loss register, it then becomes necessary to add 
the several items so checked, and a comparison of these with the 
totals in the cashbook will show whether all disbursements are 
properly accounted for or not. Naturally the question may be 
asked, ‘‘Why not check the vouchers for loss payments with 
entries corresponding thereto in the cashbook?”’ The best 
explanation is that the entries in the loss book are the original 
entries of these transactions, and then again, having checked the 
entries in the loss register to show the losses that have been paid, 
it is simple to verify unpaid losses at any given time by adding 
together all the outstanding losses or those which have not been 
checked in the process above outlined. Incurred losses are not a 
ledger liability. That is, as losses are reported to an insurance 
company, they are entered up in numerical order on a loss register, 
but the items appearing on the loss register never become a part 
of the entries in the company’s ledger except as they are paid, 
and then the payments are posted from cashbook entries to the 
loss account in the ledger; but the loss account on the ledger is 
merely a record of the disbursements on account of losses and 
does not include the losses incurred and unpaid. The information 
secured by this check of the loss register is available to us then for 
arriving at the amounts of losses remaining unpaid which are to 
be carried under the head of liabilities in the statement. In some 
companies a “‘loss paid register” is kept, and to that book are 
carried each month all losses that have been settled during that 
period, but this is rather unusual, and as a rule the procedure 
above outlined is the one to be followed in verifying the payments 
on account of losses. 

Commissions to Agents ——The commissions paid to agents for 
securing the business of the company are not uniform. Therefore 
no fixed rule can be laid down for the verification of thisitem. It 
can be checked, however, by reference to the monthly accounts of 
the agents. Records are available to show the rate of commission 
agreed upon between the company and any given agent on every 
class of business. Having ascertained this information, the audi- 
tor may then refer to that agent’s monthly accounts, which he has 
already verified in arriving at the amount of premiums written, 
and proceed to check up commissions which the agent has claimed 
from the company in his statements to it. If it be incumbent 
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upon the auditor to verify the total commissions paid over a given 
period, that process must be gone through with every agent. As 
this involves a great deal of detail work, it is not customary to 
make a seriatim check, but rather to rely upon the results secured 
in checking a number of the larger agencies of the company, or by 
taking accounts at random from the files and checking those as to 
their accuracy. 

Salaries.—As a rule, companies secure from their officers and 
employees vouchers for salary payments. These vary in form. 
In some instances a salary-receipt book containing one page for 
receipts of all payments to a given employee for a year is used, 
while in others separate vouchers are required. In any event the 
sum total of the vouchers on file should of course equal the pay- 
ments on account of this item. However, it is well that the audi- 
tor should know the rate of compensation of the employees so 
that he may be certain that no over-payments have been made 
and, if he finds that this has been done, to require a satisfactory 
explanation. Therefore the action of the board of directors in 
reference to salaries should be scrutinized from the records, and 
if there be any employees whose salaries are left in the discretion 
of the officers of the company, the auditor may require of the 
president or other officer a list of the employees and the salary 
paid to each. 

Other Disbursements.—Little further need be said regarding the 
other items of disbursements commonly found in the accounts of 
insurance companies. There are taxes, office rent and office 
expenses, all of which may be proved with vouchers which the 
companies are usually careful to have on file. Of late years the 
practice has grown up in some insurance offices of relying upon 
the use of voucher cheques, for the reason that in many instances 
experience has shown that some concerns neglect to return bills 
properly receipted, and much inconvenience may be involved in 
securing proper vouchers. The use of voucher cheques is recom- 
mended by insurance departments, and where that practice is 
adhered to, it is an easy matter to verify these miscellaneous 
items of disbursements. 

I referred under the head of income to profits realized from 
the sale of ledger assets of the company. Under the form of 
statement blank that is used, and upon which I am basing my 
analysis of insurance accounts, there must be a corresponding 
item to take care of losses sustained in similar transactions, and 
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so one will find in the disbursement page of the statement blank 
an item reading ‘‘loss on sale or maturity of ledger assets.’”” The 
amount to be entered opposite this item represents the difference 
between the value of the property on the books of the company at 
the time of its sale, less the price realized from the sale, or the 
loss. In order to arrive at this figure, it is necessary to ascertain 
from cashbook entries all items representing sales, usually of 
securities, of which a list should be prepared. Then by reference 
to the ledger cards or other records one should ascertain the book 
value of the items scld, and place this in a column parallel with 
one showing the sale price. Adding the two columns and de- 
ducting one from the other will give the result sought. Care 
should be taken, however, in the preparation of this schedule, 
so that items of securities sold at a profit may not be included 
here, because the corresponding item in income would then be 
erroneous, as it would not show the total profits realized; also, 
this item in disbursements would not be correct because it would 
not state correctly the exact amount of loss. In other words, 
gross profits from sales of assets should appear in income, and 
gross losses should appear in disbursements. 

You will find on the disbursement side of the statement another 
item entitled ‘‘decrease by adjustment in book value of ledger 
assets’. Opposite this item should be another of amounts 
charged off from book values of the property of the company, 
whether of investments or of furniture and fixtures or of real 
estate, or any other of its resources that are a ledger asset. These 
decreases will be found entered on individual ledger cards of the 
items of investments, or in the absence of these, in the ledger 
accounts. 

Having gone through the whole list of disbursements, the sum 
of these, deducted from the income as previously ascertained, plus 
the total of the ledger assets at the beginning of the period, should 
give us the amount of the ledger assets at the end of the period. 


LEDGER ASSETS 


It will be found that the main items of resources of fire-in- 
surance companies consist of real estate, bonds and stocks, cash 
on hand and in banks and unpaid premiums. These I shall treat 
in the order in which they are noted above. 

Real Estate—It is the custom among insurance-department 
examiners to look carefully into the item real estate in assets of 
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companies. Title deeds are examined, and in some instances the 
real-estate records of the town or city where the property is 
located are searched. Moreover, in the course of some examina- 
tions appraisers are appointed by the department to place a 
valuation upon the property. In the course of an audit, however, 
none of these steps is deemed necessary. They are never taken 
unless at the specific instance of the management of the company. 
It is assumed for the purposes of an audit that the value of the 
real estate as it is carried on the books of the company is correct, 
but in the auditor’s report care should be taken to make it clear 
that no valuation has been had nor has any examination been 
made of the deeds or of the records. 

Bonds and Stocks—Most company officials require that the 
auditor check the items of bonds and stocks, and that he certify 
that this has been done. The usual practice is for the auditor to 
go to the safe-deposit vaults in company with the audit committee 
previously appointed, and together examine and check all securi- 
ties found there. Before proceeding to the checking of the 
securities, I cause a list to be prepared showing the several items 
thereof as they appear on the books of the company, with one 
column showing their par value, and another column showing 
their book value. In the case of stocks, there is an additional 
column showing the number of shares owned. Having found all 
of the items appearing on my list, I then compare the total of the 
column of book values with the like total in the company’s accounts. 

There are some very clear and simple methods of verifying the 
accuracy of this account, among them the following: Ascertain 
the aggregate book value of the bonds and stocks owned by the 
company at the beginning of the period; to this add total pur- 
chases made during the year at cost. From this sum deduct the 
amount realized from the sales of securities, plus any loss sustained 
from such sales and minus any profit derived. Next, deduct all 
decreases from book values effected during the period and add all 
increases to such book values. The result should be the aggre- 
gate book value at the close of the period. In these various steps 
it will be found that reliance can be placed upon items under the 
headings of receipts and disbursements already verified. In the 
back part of the statement blank is to be found a number of 
schedules, among them one for the listing of bonds and stocks. 
This is known as schedule D. It is divided into four parts: 
part I, showing all bonds owned by the company at the close of 
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the year; part II, all stocks owned by the company at the close 
of the year; part III, all bonds and stocks acquired during the 
current year, and part IV, all bonds and stocks disposed of during 
the year. These schedules give the book value, the par value 
and the market value. Also they contain data for obtaining veri- 
fication of the prices at which securities are purchased and sold. 
It is on the basis of the information contained in these schedules 
that the formula above outlined is made up. 

Deposits in Bank.—My practice is to verify all bank balances 
month by month with the original statements furnished the 
companies by the banks, and with the canceled cheques, and to 
reconcile the company balances with those credited by the banks 
in the usual way. I require a certificate from the bank of deposit 
showing its balance at the close of the period covered by the audit, 
and this balance is then reconciled with the company’s balance. 

In the verification of the item of cash, it is the practice among 
many auditors and likewise among insurance department ex- 
aminers, to count the cash upon entering the office. My practice 
has aways been to defer this verification until the other items of 
assets have been verified, and if I happen to do this at a time 
subsequent to the date when I wish to ascertain the cash balance 
on hand, I merely check back through receipts and disbursements 
until I prove that the balance on hand as reported at the date on 
which I wish it verified, plus accretions thereto, less disburse- 
ments therefrom, gives the balance at the time of verification. 
This procedure is not claimed to be of any particular advantage 
over other methods, but it does proceed in a different way from 
that followed in making up the accounts, and that course is to be 
followed in an audit in every instance where possible. As a rule, 
however, in fire-insurance companies this is a minor item, as most 
of the funds are deposited in banks and are subject to disburse- 
ment by cheque. In fact in some companies not one cent is dis- 
bursed otherwise than by cheque, and in my experience I have 
found this to be a salutary rule which I never hesitate to recom- 
mend wherever it is possible to put it into effect. 

Unpaid Premiums.—For a verification of unpaid premiums we 
can have recourse, in the case of “‘agency’’ companies, to the 
monthly reports of the agents, either checking all reports for the 
period of the audit and summarizing all commissions that are un- 
paid upon the business so reported, or we may limit our investi- 
gation to applying test checks, choosing for the purpose some few 
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agencies scattered about the country, or picking them out at 
random from the report files. 

It must be remembered that the whole structure of insurance 
is based upon the law of averages, and the theory is that as the 
law of averages works out in the management of the business of 
insurance, so as a rule it will be found to work out in the verifi- 
cation of their accounts. At any rate such is the theory, but like 
the artist who, when asked how he mixed his paints replied 
that he mixed them with brains, the auditor should, in his appli- 
cation of such checks, be ever mindful of the fact that the quality 
of his work will always be improved by such a mixture. It isa 
business involving almost endless detail. It requires the making 
of many thousands of entries of various kinds; the keeping of 
many data; the preparation of schedules, and the making of 
many calculations. All these steps are necessary, not only for the 
information of the officials of the company to enable them to 
know as nearly as possible the state of their business and how 
best to construct their rates for insurance, but also to comply 
with the requirements of the laws of the several states and of 
their insurance departments. To go into every detail of these 
records would be a considerable task, and would require the serv- 
ices of a large force of auditors to be constantly available. This 
would not only entail great expense, but would interfere in some 
measure with the ordinary work of the company’s office, because 
records and books of account would at some time or other be 
always under scrutiny of some one of the auditors. Therefore 
it has been the common practice, both among department exam- 
iners and company auditors, to resort to this rule of applying 
test checks and basing findings upon the law of averages. 

In ascertaining the total premiums unpaid at a given period, 
we have, however, a rather definite starting point. Adding to the 
premiums unpaid at the beginning of the period the total premi- 
ums written during that time as shown in the policy registers, 
which we have already verified, and deducting from that sum the 
cash received on this account, as shown by cashbook entries and 
as verified by reference to the monthly accounts of the agents, 
we should have as the difference the premiums unpaid at the 
close of the period. 

In non-agency companies, the item of unpaid premiums can be 
absolutely determined, because all policies are written at the 
home office, and all premiums are received there, so that missing 
agents’ accounts do not interfere with the work. The policy 
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registers, the items of which have all been verified by the auditor 
in the course of his work, will show opposite each item therein 
the date when premiums have been paid, so that if we proceed to 
examine those registers and list the premiums which are not 
marked as having been paid, or have been paid subsequent to the 
last day of the period covered by the audit, the sum of these will 
be the amount necessary to make up our balance of ledger assets. 
To prove this in another way, add to the premiums written during 
the period those that were unpaid at the beginning thereof, and 
deduct from the sum the entries appearing in the cash book and 
representing premium payments during the same time. The 
difference will produce the like result. 

The above item of assets, together with such other miscellaneous 
items, though perhaps of a minor nature, as may be found on the 
face of the ledger, when added together, should equal the balance 
remaining after disbursements are deducted from the sum of 
the ledger assets at the beginning of the period plus the income 
as ascertained. If this be not the result, then the fault is in the 
auditor or the accounts are incorrect. 


Non-LEDGER ASSETS 


In addition to the assets referred to above, the statement blank 
shows certain items of assets under the heading ‘‘non-ledger as- 
sets.’” Among these may be mentioned interest due and accrued 
on bonds and stocks and on mortgages and collateral loans; also 
the excess of market value of securites owned by the company 
over the values as they are carried upon its books. While the 
auditor is usually not called upon to verify any of these items, he 
may be asked for the information, inasmuch as it is required by 
the supervising officials in the various insurance departments, and 
therefore he should be prepared to ascertain proper answers to 
those questions, and in fact it is well that in the preparation of 
his report he should include such answers in his statement. 

The various items of interest due and accrued may be calcu- 
lated from information appearing upon the schedules to which I 
have referred. These schedules will show, among other things, 
the rate of interest or dividend on bonds or stocks and when 
payable, so that in order to arrive at the amount of interest due 
or accrued upon any given item of securities, it is necessary only 
to apply that rate of interest or dividend to the par value of the 
security for the period of time which has elasped since the last 
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interest payment, up to the last day of the period covered by the 
audit. 

In arriving at the excess of the market value of bonds and 
stocks over their book value, the auditor has an infallible guide. 
The market values of all securities owned by the insurance com- 
panies at the close of each year are fixed by a committee of the 
National Convention of Insurance Commissioners, and in arriving 
at the surplus of an insurance company, no other values are 
recognized. Therefore, this gives us a definite starting point, 
so that the aggregate of the values on this basis, minus the 
aggregate values appearing on the books of a company, is the 
answer to this question in the financial statement, provided, of 
course, that these market values are the greater. 


Non-ADMITTED ASSETS 


The department statement blank also contains a provision for 
listing those assets which are disallowed, either by law in some 
states, or by rulings of the insurance commissioners in others. 
They appear under the head ‘‘non-admitted assets’. They 
consist in the main of unpaid premiums written more than three 
months prior to the date of the statement, excess of book value of 
securities over their market value, and other items which need no 
extended comment. 

We have seen that under the head of non-ledger assets, de- 
partments allow a credit to companies for the excess of the market 
value of securities over their book value. Under the present 
heading, they disallow the excess of the book value of companies’ 
securities over their market value as fixed in the manner herein- 
before outlined. I realize that these items of non-ledger assets 
and non-admitted assets are not book assets, and yet insurance 
companies have to deal with them in the preparation of their 
annual statements. Those statements must be sworn to, and it 
behooves the auditor of insurance accounts to see that the items 
appearing therein are correct. Moreover, they are the basis of 
calculating the company’s surplus fund, as it appears in the 
financial reports which are usually published for advertising pur- 
poses, as well as in official publications. Therefore, it is the duty 
of the auditor of an insurance company to continue his investi- 
gation so as to include this part of the company’s report. 

Having taken into account all items of receipts and disburse- 
ments, if the work has been correctly done and the books are in 
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balance, then the ledger assets which we have listed underthe 
proper head, plus those items just referred to, and minus those 
that are disallowed, will give what in the statement are termed 
“‘admitted assets”’. 

We next proceed to the verification of the company’s liabilities. 


LIABILITIES 


Losses.—From the unpaid-loss register, or from the loss register 
proper, if there be no such thing as an unpaid-loss register, or 
from the unpaid-loss files, the amount of unpaid losses as of the 
date of the audit is to be determined. We have already seen in 
our discussion of the item of losses paid, under the head of dis- 
bursements, that a check has been made of this register to ascer- 
tain the amount actually disbursed on this account during the 
period covered by the audit, and it was there noted that the un- 
checked items appearing in that record would give us the amount 
of the unpaid losses for the purpose of computing the liabilities 
of the company. The total sum of the losses entered in the loss 
register, and unchecked with vouchers supporting payments, 
will give us the gross outstanding or unpaid losses, but there is an 
element which we have not discussed up to the present time, 
either under this head or under the head of disbursements in our 
treatment of losses, which I now desire to call to attention. That 
is the outstanding reinsurance on risks where losses have occurred. 
It must be clear that where a company assumes a risk of, say, 
$10,000, and reinsures fifty per cent. of it, for which it pays to 
the reinsuring company fifty per cent. of the premium, if a loss 
accrue thereon, whatever it may be, the reinsuring company is 
liable and must answer to the ceding company for fifty per cent. 
of it; and so in an estimate of this item it is necessary to ascertain 
just what risks have been reinsured in order that one may make 
proper deduction from the gross losses to ascertain the exact 
amount that must be set up as a liability against the company 
which is being audited. Of course, if the loss has already been 
paid, and the auditor finds that the reinsurance has not been 
collected, he should give credit under the head of non-ledger 
assets for whatever amount he finds due. I might say, in passing, 
that the item with which we are now concerned, namely, unpaid 
losses, is never a ledger liability. It is made up of losses in two 
different conditions; first, those that are adjusted and for which 
the company must assume a liability equal to the amount of 


96 

















Audits of Accounts of Fire-Insurance Companies 





the adjustment, and, second, those that are unadjusted, in which 
case the company is charged with a liability equal to the estimate 
given in the report of the loss originally filed in the office of the 
company. It is important, in the treatment of unadjusted 
losses, to ascertain whether or not the estimates are ample to 
cover any prospective liability, and so these can be verified by 
going back for any given period of time, or for a short time in 
each of three, four or five years, comparing the estimates of 
losses sustained with the actual adjustment figures. If it be 
found that on the average or in the majority of cases the esti- 
mates exceed the adjusted figures, it is fair to assume a liability 
equal to the total of those estimates. If, however, we find that 
in a majority of instances the estimates fall short of the adjusted 
figure, my practice has been to add to the estimates a percentage 
equal to that by which I find the estimates have been under- 
estimated. In other words, if upon an examination of the esti- 
mates I find they have been understated to.the extent of ten per 
cent., I add that percentage to the amount of estimated losses 
which form a part of the liabilities of the company. 
Unearned-premium Reserve-——The unearned-premium reserve 
is commonly looked upon as a fund sufficient to reinsure all the 
outstanding risks of acompany at any giventime. As required to 
be computed and carried as a liability, this has generally been 
found to be the case where a company is wound up either through 
liquidation or receivership proceedings. The better reason for 
its existence, however, is found in the provisions of fire-insurance- 
company contracts. In most states fire-insurance companies 
are prohibited by statute from issuing policies of insurance in 
any other than the standard forms prescribed. In all these 
forms there is a provision that the policy may be canceled at any 
time at the request of the assured, and in that case the company 
is under obligation to return to the assured a proportion of the 
premium originally paid, usually on a basis known as a “short 
rate” and dependent upon the length of time the policy has been 
in force. Such contracts also provide that the company may 
cancel at any time, and when cancellation is effected at the in- 
stance of the company the policy holder is entitled to receive the 
unearned portion of his premium on what is known as the pro- 
rata basis, also dependent upon the length of time the policy has 
been in force. These reinsurance or unearned-premium reserves 
are prescribed by statute in some states, but every insurance 
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department requires them to be carried as a liability, and so 
uniform is this requirement that the proportion of the premiums 
in force to be charged as a reserve in liabilities is made a part of 
the statement blank. 

The calculation of reserves on outstanding premiums is not 
difficult, though it does involve the consideration of many items. 
It may be summarized in the following brief statement: Charge 
every company with a liability for unearned premiums on all 
risks written for one year or less equal to one-half of the premiums 
written in the policy in force. In policies for longer terms, the 
unearned-premium or reinsurance reserve is calculated to be one 
half of the premium for the current year, and the full premium 
for the remaining years. 

Let us assume, to illustrate, that the premium on a policy 
running five years is $100 or $20 per annum. Charging the 
policy with $20 per annum for four years would give us $80, 
and one-half of the first year’s premium of $20, or $10, would 
make the total reserve $90, or nine-tenths of the premium. On 
a five-year policy which has run for one year, the unearned pro- 
portion of the premium would be seven-tenths, and so on, until 
when a five-year policy has been in force four years, there is but 
one-tenth of the premium carried as a reserve under the head of 
liabilities. 

To make a complete computation of the reserves upon all of the 
policies of the company would be an almost interminable task. 
I remember in one instance, where the department in which I was 
employed did do this, and with three men engaged in the work, it 
took them something over three months to arrive at a figure. Of 
course the larger the company and the more policies it has in 
force, the greater the task. In this phase of the work of an audit, 
as well as in others, the law of averages can be relied upon in 
ordinary cases, and in cases that are not ordinary, there is no 
fixed rule to be laid down. I have found, upon an examination of 
reserve figures of as many as two hundred companies for a given 
year, that the total reserves upon all of the business for all terms 
varies not much from around fifty-two per cent. to fifty-five per 
cent. That is to say, one will find that the reserves, calculated in 
accordance with the rule above outlined, always having regard 
to the length of term for which the policy is written, will in the 
aggregate equal about from fifty to fifty-five per cent. of the total 
premiums in force, regardless of terms. 
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As in the verification of other items, it is possible to block off 
the writings of a given month for a given term, and trace those 
into the reserve register. This can be repeated as many times 
as is deemed necessary, until the auditor is satisfied that the 
reserve figures carried in the company’s statement are probably 
correct and must be approximately so. 

Other Liabtlities—Besides the above large items of liabilities, 
there will be found items of unpaid commissions and unpaid taxes, 
and unpaid bills of all kinds. In arriving at the amount of unpaid 
commissions, the auditor can at least approximate the liability by 
finding the proportion which the commissions paid during a given 
period bears to the premiums received during that period, and 
apply that factor, so ascertained, to the premiums remaining 
unpaid and reported in assets in the statement. Likewise in 
estimating unpaid taxes, it will be found that in the main all 
taxes paid during a given year are computed upon the business of 
the company transacted during the preceding year. Therefore 
the auditor has but to ascertain what percentage of the premiums 
of the preceding period, preferably a year, has been paid for 
taxes during the current year; then apply that factor to the busi- 
ness of the current year, and the result will be the unpaid taxes 
to be carried in liabilities. This is, of course, subject to some 
modifications, as for example, where taxes are payable quarterly 
or semi-annually in some states, and in those instances proper 
allowance should be made. 

Having ascertained the total liabilities of the company, the 
difference between that figure and the total admitted assets will 
be set down as the surplus of the company, if a mutual company, 
and if a stock company, then the liability sheet will read about as 
follows: 





Total liabilities except capital.............. —_—— 

CO, cet eed deen cpacnseda weve —_—— 

Surplus over all liabilities................. —_——_—. 

Surplus as regards policy holders........... —_— 
Ws a vs Seas s Raw eens knees 


These two items of capital and surplus, added to liabilities as 
already computed, should equal the amount of the admitted 
assets on the other side of the statement. 











Basis for Property Acquired for Stock 
By Joun W. ROBERTS 


In the revenue act of 1924 an attempt was made to stop the 
leaks by enacting such rules as would prevent those practices 
whereby many taxpayers were known to be reducing their tax 
liability. It was brought out that men of wealth were employing 
experts to search the law, find advantageous technicalities, and 
devise lawful procedure for so organizing or conducting a business 
as to subject it to the least possible taxation. 

The treasury department had evidently made an exhaustive 
study of the methods that were in common use. Some of them 
attained much publicity, such as the investment of funds in state 
and municipal bonds, and the administration’s effort to make 
such income taxable was carried to the point of proposing an 
amendment to the constitution of the United States. Many 
others, however, were taken up quietly, and clauses designed to- 
stop them were recommended to congress and embodied in the 
new law without attracting much public attention. 

Of these clauses one of the most important concerned the 
avoidance of taxable income by incorporating. The previous 
revenue acts had provided that no taxable gain resulted when a 
man or group of men turned in property to a new corporation for 
its stock. The mere act of incorporating could not produce 
taxable income. If, later, the corporation sold any of its assets, 
the taxable gain was determined by comparing the proceeds of 
the sale with the cost to the corporation, and the cost of assets 
acquired for stock was taken to be their fair value as capital paid 
in at the date when they were paid in. 

To the average man, this may be very uninteresting, but to 
men in certain situations it proved to have absorbing interest. 

Mr. A. held stocks in numerous companies. They had been 
acquired over a period of years and some had advanced and 
others declined as compared with what they had cost. One 
block of stock in Corporation B had been purchased in 1914 for 
$100,000, but was now worth $1,700,000. All the other securities 
taken together had cost him $900,000, and were now worth 
$800,000. They were all listed stocks and their present value 
was easily determinable. Mr. A. felt that the time had come 
when it would be advisable to sell all or part of his holdings in 
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Corporation B and was particularly anxious to diversify his 
investments and not risk two-thirds of his estate on one issue. 
If he sold, however, he would have to report a profit of $1,600,000. 
Under the 1918 law his income tax would be enormous. Under 
the 1921 law he could treat this profit as a capital gain and escape 
with a tax of only $200,000. But even $200,000 is a large sum, 
and might dissuade him from selling at all. 

It was in this situation that he found the above-described 
clauses of the law very interesting. After studying them, he 
organized a new corporation known as A, Inc., with an authorized 
capital stock of $2,500,000. To it he transferred all his stocks, 
their definitely known market value being $2,500,000, and 
accepted therefore the stock of A, Inc., with a par value of 
$2,500,000. By so doing he had not derived any taxable income. 

A, Inc., then very properly opened its books by an entry 
showing $2,500,000 of capital stock issued and by setting up its 
assets, consisting of stock of Corporation B costing $1,700,000 
and other stocks costing $800,000. A, Inc., then sold the stock 
of Corporation B for $1,700,000, and reinvested the proceeds in 
other diversified securities. In so doing, the corporation had 
realized no income. The sale of the large block of stock and the 
diversification of investments had been accomplished without 
incurring any liability for income tax either on the part of Mr. A. 
or on that of A, Inc. 

How many times this procedure was utilized, no one can say. 
But it is common knowledge that private holding corporations 
have become a usual thing among men of wealth. There are, of 
course, other great advantages, and many corporations may have 
been organized for those other purposes. Even in such cases, 
however, advantage may have been taken later of the increased 
valuation at which certain assets had been capitalized. It is little 
wonder that the treasury department sought to close this avenue 
of avoidance by proposing and securing the enactment of a change 
in the law. The new clauses of the revenue act of 1924 read as 
follows: 

Section 203 (b) (4) 

No gain or loss shall be recognized if property is transferred to a cor- 
poration by one or more persons, solely in exchange for stock or securities 
in such corporation and immediately after the exchange such person or 

ns are in control of the corporation; but in the case of an exchange 
y two or more persons this paragraph shall apply only if the amount of 


the stock and securities received by each is substantially in proportion to 
his interest in the property prior to the exchange. 
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Section 204 (a) (8) 


If the property (other than stock or securities in a corporation a party 
to a reorganization) was acquired, after December 31, 1920, by a corpora- 
tion by the issuance of its stock or securities in connection with a transac- 
tion described in paragraph (4) of subdivision (b) of section 203 (including, 
also, cases where part of the consideration for the transfer of such property 
to the corporation was property or money in addition to such stock or 
securities), then the basis shall be the same as it would be in the hands of 
the transferror, increased in the amount of gain or decreased in the 
amount of loss recognized to the transferror upon such transfer under the 
law applicable to the year in which the transfer was made. 


The latter clause was evidently suggested by a provision that 
had already appeared in the revenue act of 1921 which based the 
computation of income from the sale of gifts on the cost to the 
preceding owner. But there is a fundamental difference in 
the situation. A gift reallyis income to the recipient, and congress 
doubtless has the right to tax the whole amount of the gift if it 
wants to do so. It is free also to refrain from exerting its full 
power, as it has done, and exempt from income tax a portion of 
an item that really is income. That it did not in the 1921 act 
exempt the whole, as it had done in previous acts, was a matter 
entirely within its discretion. 

But the above-quoted clauses regarding the basis for corpora- 
tions are applied to a radically different set of facts. They do 
not offer an exemption to something that is in its nature income, 
but attempt to tax as income something which is not income. 
They were evidently believed both by the treasury department 
and by congress to be sufficient to stop the leak. But do they? 
Is the second one valid? Will the courts uphold it? 

To revert to our concrete illustration above—Mr. A., person- 
ally, is clearly relieved of all taxability upon incorporating, by 
the terms of section 203 (b) (4). The government can claim the 
right to tax only the corporation, A, Inc. It will require 
the corporation to compute its taxable income by comparing the 
selling price, $1,700,000, with the cost to the preceding owner, 
$100,000, and report a taxable income of $1,600,000. Can the 
corporation have a taxable income, if it has no income? 

A, Inc., has made no profit. The stock of Corporation B was 
accepted as capital paid in, and was valued at its actual value as 
of the date of payment. It constituted $1,700,000 of capital 
paid in. The sale merely converted the asset into cash. It still 
represented only capital paid in, and no part of the $1,700,000 
represented any profit. And yet the law attempts to assert that 
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it had realized a taxable net income of $1,600,000. Can congress 
by legislative fiat make income of that which is not income? 

In the revenue act of 1916, congress enacted that a “stock 
dividend shall be considered income, to the amount of its cash 
value.’’ But when the matter came to the supreme court, it was 
decided that a stock dividend is not income. That fact controlled, 
and could not be changed by any declaration of congress. The 
gist of the decision was that congress can not tax as income, with- 
out apportionment, that which is not income. 

But, it will be objected, there must be income somewhere in 
the transactions above described. Whether there is or not, it is 
clear that A, Inc., has no income, and it is against A, Inc., that 
the right to tax isclaimed. It may be perfectly true that there is 
income somewhere in New York, but that would be no ground for 
assessing John Doe, a resident of New York, if he could show that 
he, personally, had no income. 

If there is income somewhere in the transactions, who has 
derived it? And when? When we study this question we must 
at once see that unrealized income had accrued through rise in 
market values over a period of ten years or so, while the stock of 
Corporation B had been enhancing in value. But it was unreal- 
ized. Fluctuations in market value do not affect taxable income 
as long as the stock is held and not sold. Certainly Mr. A.’s 
wealth had increased during the ten years, but it was an increase 
of capital and not income. He had not realized by a closed 
transaction the increment that had accrued. 

This rule may appear unjust to the plain, untutored citizen. 
And to some degree and in some cases it undoubtedly is unjust. 
But it is the rule, and must be applied to all alike, including Mr. 
A. On the whole it is a sound and practical rule. Before the 
plain, untutored citizen undertakes to change it he must devise 
some other rule that will be as sound and as practical. At all 
events, as the law now stands, Mr. A. can not be taxed during 
those ten years on the increment in his capital due to market 
quotations. 

The first point at which there is any possibility of holding that 
Mr. A. has derived income is the transaction whereby he ex- 
changes his various stocks for stock of A, Inc. If this occurred 
in a year governed by the revenue act of 1924, the clear terms of 
the statute exempt from taxation the income, if any, arising from 
this transaction. The language of previous acts was not quite 


103 











The Journal of Accountancy 





so clear, but we find in article 1563 of regulations 45 the treasury 
department’s interpretation of the revenue act of 1918 expressed 
in these words: 

“ ..., or if he exchanges his stock for stock in a small closely held 
corporation, no income is realized if the new stock has no market value, 
although the conversion is more than formal.” 

A, Inc., is certainly a “closely held corporation.’’ Whether 
it is ‘‘small”’ or not depends on what other corporations we com- 
pare with it. It would appear that the comparison contemplated 
is with the large, diffusely held corporations whose stocks enjoy 
afree market. And this again throws light on the words ‘‘ market 
value.” There is no market for thestockofA,Inc. It may have 
a cash value, or a fair value, but does not, as far as I can see, have 
a market value. So even under the 1918 act the mere fact of 
incorporating does not entail the realizing of income. 

This rule is sound, and based on sound theory. To derive 
income by the act of incorporating would be like lifting oneself 
by his boot straps. Income can not be derived from one’s acts 
alone. It must be derived from others. One can not make 
profits by trading with himself. After merely incorporating, 
Mr. A. could not have felt justified in buying a house that he 
could not afford before. His assets were not even more liquid 
than they were before. The several certificates of stock, which 
he had owned, had been exchanged for certificates representing 
an equitable ownership under certain conditions and restrictions 
in the same property; and the new certificates were less salable 
than the old. 

As mentioned above, the law does not attempt to assert that 
Mr. A. derived income by the act of incorporating. Even if it 
did, such an assertion could only await the same fate at the hands 
of the supreme court as befell the clause that taxed stock divi- 
dends, because the act of incorporation does not produce or 
realize income, but, like stock dividends, merely records devoting 
to permanent capital use an increment in capital that might 
otherwise eventually be devoted to personal expenses. 

Did Mr. A. personally derive income when A, Inc., sold the 
stock of Corporation B? No. Before the sale Mr. A. held the 
stock of a corporation whose assets were worth $2,500,000. 
After the sale he held the same stock in the same corporation 
whose assets had the same value. As far as this transaction is 
concerned Mr. A. personally has bought nothing, sold nothing, 
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paid nothing, received nothing. He has not even experienced 
any accrued increment in capital. By no stretch of the imagina- 
tion can it be said that he personally derives income from the 
sale of stock of Corporation B by A, Inc. He does not even 
derive a right as a director of A, Inc., to declare a dividend, for 
the corporation has no profit out of which a dividend can be 
declared. 

Where, then, does the income lie? It lies simply and solely in 
the ten years or so during which the value of the stock of Corpora- 
tion B was increasing. It was an unrealized increment of capital. 
And neither the incorporation nor the subsequent transactions of 
the corporation resulted in realizing the profit as income. The 
government in most cases is not in any way deprived of taxes by 
the careful study that such men give to the law. If Mr. A. had 
not examined the constitutionality of the clause, but had ac- 
cepted its words at their face value, he probably would have let 
things remain in statu quo, by simply retaining his personal 
ownership of the stock of Corporation B, and the government 
would have collected no tax. 

The underlying considerations in this matter are very similar 
to those in the stock-dividend case. In both cases the law dis- 
tinctly calls for the inclusion in income of something which is not 
income. In both cases there has been a gradual accrual of capital 
increment over a period of years. In both cases the specific 
transactions alleged to have produced income are in the nature of 
a permanent dedication to capital of an increment which other- 
wise might have been devoted to income. 

In one point only does the analogy fail, and that is that whereas 
the stock dividend was asserted to be income against a person 
who had enjoyed the benefit of a capital increment, the alleged 
profit on the sale of the stock of Corporation B is asserted to be 
income of a person who had no profit and no capital increment. 

In deciding a rule of law the court must consider how the rule 
would work in cases other than the one specifically before it. In 
the stock dividend case the supreme court did not fail to note the 
evident injustice that would be done to the man who buys stock 
just before the stock dividend is declared and really, in the high 
price of the stock, pays for the new shares as well as the old. The 
court took cognizance of the fact that not every recipient of a 
stock dividend has held the stock during the entire period while 
the profits of the corporation were accumulating. So, here, it 
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must take cognizance of the fact that not every man who organ- 
izes a new corporation retains its stock until the corpration has 
sold the assets that he transferred to it. 

Mr. C. who was in a similar position to Mr. A. incorporated 
with somewhat different purposes in view. His corporation did 
not at once sell any of its assets, but he sold all the stock of 
Corporation C to Mr. D. for $2,500,000. (We are assuming the 
same set of figures.) Having done this Mr. C. reported an income 
from the sale of stock of Corporation C of $1,500,000 and paid a 
heavy personal tax. Eventually Mr. D., now in control of 
Corporation C, causes it to sell its holdings of Corporation B. 
Section 204 (a) (8) would then require Corporation C also to 
report an income which would be computed as $1,600,000 and 
taxed $200,000. 

This tax of $200,000 comes as a surprise to Mr. D. Is there 
any justice or any useful purpose in thus surprising him? Mr. 
D. had carefully studied the assets of the company he was buying. 
He had assured himself that the assets were worth all that the 
books represented them to be, and that there were no liabilities 
and no accrued taxes. He had done all that a cautious buyer 
could be expected to do, and at the time of the purchase it was 
true that no income-tax liability existed. The injustice to Mr. D. 
is so evident that it needs no more discussion. 

But here we have been dealing with a special type of corpora- 
tion. Let us see how the application of section 204 (a) (8) would 
affect the great mass of business corporations. Most corpora- 
tions are started by some transaction whereby stock is issued for 
certain specified assets turned in, sometimes a going business, 
sometimes a patent, sometimes a mining claim. 

Mr. E. at trifling expense secures a patent which has great 
value. He organizes Corporation F and transfers the patent to 
it for $800,000. To secure working capital he asks Mr. G. and 
’ Mr. H. each to take $100,000 of the stock at par. Having in- 
vestigated the proposition and satisfied themselves that the 
patent, valued at $800,000, pays for Mr. E’s stock as fully as their 
cash pays for their own, they accept the proposition, and pay in 
$200,000 of cash. Before operations are really commenced a 
large and powerful corporation becomes interested and offers 
$800,000 for the patent. Mr. E. regards a bird in the hand as 
worth two in the bush, and, being in control of Corporation F, he 
causes it to sell for $800,000. He figures that there will then be 
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$1,000,000 of cash in the bank account of Corporation F which 
can be paid back to the stockholders refunding their investment 
and cancelling the stock. 

At this point it is discovered that Corporation F has taxable 
income of $800,000 and a liability of $100,000 for income tax, and 
only $900,000 of free cash with which to redeem $1,000,000 of 
stock. Mr. G. and Mr. H. eventually receive on dissolution 
their shares of the corporation’s assets or $90,000 each. Mr. E. 
on dissolution receives $720,000 which he is required to return as 
income. Can anyone justify this double taxation of income, and 
the losses thus inflicted on Mr. G. and Mr. H. by the operation of 
this clause of the law? 

It may be objected that corporations do not usually sell their 
capital assets, and that therefore cases like the above are com- 
paratively rare. I admit that most corporations retain their 
capital assets, or dispose of them through reorganizations for 
which special provision is made in the law. But the clause in 
question concerns only those corporations that do sell their capital 
assets and in nearly every imaginable case in which it applies it 
works injustice. 

The only case where it does not work palpable injustice is where 
the man who paid in property for stock is the sole stockholder and 
retains his stock until all the assets in question have been sold and 
the tax determined. But there is nothing in the clause that would 
limit its operation to those unusual circumstances. And even in 
the case where its injustice is not palpably evident, it results in 
ultimate duplicate taxation of income, because a profit will again 
be asserted when the sole stockholder sells his stock. 

It is to be hoped that, when congress reassembles and takes up 
another revision of the revenue act, this clause will be reviewed 
and eliminated, both on the ground that it is probably uncon- 
stitutional and void, and on the ground that, even if valid, it 
introduces needless intricacies and complications and fails to 
accomplish justice. 
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Development of Modern Practice 
By W. C. HEATON 


The article by Professor McKinsey in the April issue of THE 
JOURNAL OF ACCOUNTANCY entitled Modern Tendencies in Ac- 
counting Practice, followed by the article by Mr. Freeman in 
the May issue entitled Some Thoughts on Modern Practice must 
have caused many an accountant in public practice to pause 
and reflect upon the nature of much of the work he actually does 
in relation to that which is assumed to be the usual and accepted 
work of his profession. While he rejoices in the opportunities for 
service and employment and the increased compensation pictured 
in the former article, he would often gladly seek relief from the 
difficulties of the problems and the responsibilities for decisions 
his clients require of him, by a more strict adherence to the limita- 
tions suggested in the latter article. 

The fact is that the accountant cannot always limit completely 
the character of work he does. The circumstances lead naturally 
toward and sometimes into the fields of administration, engi- 
neering and law. He is the first to gather and review the facts 
and, since he, himself, must interpret them before he can present 
them in an illuminating way, he inevitably must understand and 
often present the administrative, engineering and legal implica- 
tions and assume some degree of responsibility for the practical 
working of his suggestions. 

It is common for accountants, particularly those who enjoy 
a substantial and established practice, when arranging for the 
installation of financial or cost systems, to require for a time 
a certain supervisory authority over the persons in the accounting 
department. That authority is often continued for years and 
constitutes a quasi-administrative relation from which executives 
are reluctant to relieve the accountant, because the more intimate 
knowledge it gives increases the value of his services. 

Weare all aware that the substitution of incomplete engineering 
knowledge for the full understanding of the professional engineer 
has brought the term “efficiency man”’ into some degree of dis- 
repute. Yet, what accountant of extended practice among indus- 
trial enterprises has not rendered service by correcting glaringly 
poor factory layouts? 
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Let us assume a prosperous business enterprise, worth, say, 
from a half-million to a million dollars, owned by an individual, 
having a small stated capital and a large surplus, the owner ap- 
proaching the age of retirement and the business managed more 
and more completely by able lieutenants. The accountant 
reviewing the facts with the perspective of an observer sees that 
the situation is crying for readjustment and suggests a reorganiza- 
tion. He is unfortunate if he suggests it without being fortified 
with much legal information and with a definite plan as a basis 
for consideration. He finds it necessary to explain that it is quite 
in accord with modern thought on property rights to believe that 
legal ownership is not the sole test of rightful ownership and that 
a wise as well as a just exercise of legal power must not fail to 
consider the contribution of others to the creation of a valuable 
property; that this point of view is held not alone by the radicals 
who lay emphasis upon its justness, but also by many otherwise 
conservative men of affairs who lay emphasis upon its wisdom; 
that particularly do men who have built up prosperous business 
enterprises recognize that continued prosperity, possibly continued 
existence of these enterprises, is vitally related to the wisdom 
with which they reorganize their property rights and recognize 
the contributions made by their principal assistants who have 
loyally and capably contributed to creation and growth. Such 
suggestions and statements serve no useful purpose if they are 
not accompanied by a discussion of the kinds of reorganization 
that are available, and naturally the accountant at some point 
finds he has entered the field usually cultivated by the attorney. 

Without further discussion or illustration, let me restate the 
point that since he is the first to gather and review the facts and 
since he, himself, must interpret them before he can present them 
in an illuminating way, the accountant inevitably must under- 
stand and often present the administrative, engineering and legal 
implications and assume some degree of responsibility for the 
practical working of his suggestions. Whether he will or not, he 
finds he must increasingly broaden the field of his work. 

Perhaps the most important phase of this whole question is the 
attitude of the accountant. If he resists the tendency to go 
outside his usual field and works with (rather than in place of) 
the executive, the engineer or the attorney, he is not likely to do 
a poor job on extraneous work or disqualify himself for the pursuit 
of his accepted professional activities. 
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EDITORIAL 


The chief difficulty in discussing the 
publication of tax returns is found in 
the effort to observe the law of modera- 
tion. The first impulse in the mind of every taxpaying citizen is 
to damn government, legislators, courts and, in particular, the 
bureau of internal revenue. It is comparatively easy to think of 
adjectives and adverbs which would considerably relieve the 
feelings of any public speaker or writer when dealing with the 
present iniquitous state of affairs, but of course nothing is gained 
by vituperation, and furthermore it is somewhat difficult to place 
the onus of blame. In all probability the so-called publicity 
sections of the law were the result of inadvertence or carelessness. 
There must be men in congress who would frown upon the naked 
exposition of everybody’s financial condition, but no voice 
seems to have been raised against the provisions under which 
publicity has been perpetrated. There is absolutely nothing to 
be gained by the innovation. It serves no useful purpose for 
any one. Consequently, it seems that congress in drafting and 
amending its tax legislation was guilty of one of those ineptitudes 
for which congress is becoming notorious. 


When Privacy 
is Outraged 


If the courts are correct—and there 
seems to be no serious question on that 
point —in their interpretation of the 
law, it is grossly unfair to accuse the administrative departments 
of reprehensible action in conforming to the judicial construction 
of the meaning if not the intent of the law. We believe that from 
the commissioner of internal revenue downward in the depart- 
ment, the idea of full publicity is not in favor—if for no other 
reason, because the granting of access to returns considerably 
complicates the labors of the department. It is readily con- 
ceivable that in many places the clamoring crowds of the inquisi- 
tive may be a serious obstacle in the conduct of that business 


IIo 


Where the Blame 
Rests 








Editorial 
———————————e—e—oooeieE=>———=E—E—EeE=>E=E=E—>>>—>—>>o———>>>>>>>>>>====[=a[aH=—== 
for which the office is created. It is unfair to blame the courts 
for interpreting the law in accordance with what is apparently 
the verbal significance of it. No one is likely to believe that 
courts are wilfully tearing down the sanctity of personal affairs. 
Consequently one is brought back to the inevitable conclusion 
that it is to congress that the responsibility must attach for a law 
of which the publicity sections are utterly damnable. (It is a 
mental solace to use the word damnable even in its literal and 
not invective sense.) 


Last year when the statistics in regard 
to the amounts of tax paid by individual 
citizens were made available, folk who 
had no necessity to acquaint themselves with the details of tax 
laws on their own account suddenly acquired a vital interest in 
the rates of taxation so that they might be able to compute with 
a fair degree of satisfaction, if not with accuracy, the probable 
income of those more fortunate than themselves. The whole 
idea of telling the world all about the intimate and confidential 
concerns of individual citizens is something for which the United 
States of America can claim credit as the great originator. So 
far as research has discovered there is no other nation which so 
completely disregards the rights and wishes of the people who 
bear the burden of national expense. 


Going from Bad 
to Worse 


But now another advance toward sheer 
nudity has been made. Hereafter, 
until redress be obtained by legislative 
enactment or executive authority, if that be possible, the finan- 
cial condition of a great section of the community must walk 
about unclad with the accustomed garments of reasonable 
reticence. When Lady Godiva rode through the streets of Cov- 
entry the decent citizens closed their shutters or turned their 
backs. The name of only one prying person has come down in 
history. But today the tribe of Peeping Tom is as the sand upon 
the seashore for number. A dispatch published in the daily papers 
of June 29th reports a decision of an equity court in the District 
of Columbia wherein the commissioner of internal revenue was 
ordered to produce for the board of tax appeals the income 
tax returns of a dozen companies engaged in the manufacture of 
metal-working machinery and metal tools. A company in this 
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industry desired to know the principles and methods by which 
the commissioner obtained figures showing the invested capital 
of other concerns and how he had determined the amount which 
had been fixed as the basis of excess-profits taxes of the inquiring 
company. The commissioner refused to comply with subpoena 
at first, on the ground that he would be violating the law if he 
produced such evidence before any government body other than 
the house of representatives or the senate. He contended that 
the firms mentioned had a lawful right to privacy and that it 
would be to their damage to expose their confidential affairs. 
The concern which raised the question then filed suit and named 
the commissioner of internal revenue and the board of tax 
appeals as defendants. The decision was rendered by Justice 
A. A. Hoehling. It is to the effect that so long as income-tax 
laws permit publication of names of taxpayers and amounts paid 
as income tax, this involves permitting returns to be produced 
before the board of tax appeals in an appeal from a ruling of the 
commissioner of internal revenue. All documents produced 
before the board of tax appeals are public property and may be 
seen by anyone who desires to see them. The commissioner of 
internal revenue has given notice of an appeal in this case, but it 
is far from certain that the decision of the court will be set aside. 
Assuming then that this decision will stand, we come to the 
appalling conclusion that the taxpayer no longer has any right 
to regard any of his fiscal affairs as privileged. 


Legislative Draftemen The taxpayer who reasons this thing 
one Mandel through to its end may be inclined to 

say with Bassanio, ‘‘To do a great 

right, do a little wrong and curb this cruel devil of his will,” 
but Portia’s decision that the laws must be enforced is as sound 
today as it was in Venice. It is the duty of congress at its 
earliest opportunity to pass a law or to amend the present laws 
so as to protect, to at least a reasonable extent, the sanctity of 
individualism. If the brilliant and benevolent administrators of 
Soviet Russia had only thought of this immodesty first they would 
probably have adopted it. It is widely reported that congress 
in these days is rather more ready to listen to the advice of the 
general public than it was in the days when elections were solely 
a matter of party organization support. If that be true, members 
of both houses might give careful heed to the obvious and often 
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repeated suggestion that there should be in the employ of the 
legislative departments of government a corps of competent 
persons whose duty it would be to draft in accurate and clear 
language the principles of legislation upon which congress may 
decide. The laws having been drafted and all principles having 
been embodied, the possibility of ridiculous amendment at the 
last minute should be prevented. Every impartial citizen has 
a great deal of respect for the ability of many of the members of 
the senate and the house of representatives, but even the ablest 
cannot collaborate in the preparation of a complex and technical 
law and expect to produce an intelligible result without leaving 
the final form of phraseology to one competent author. The 
declaration of independence, about which we have been 
burning a great deal of gunpowder and red paper during the last 
month, was written by one man after consultation with several 
advisors. Noone has had any difficulty in ascertaining the exact 
meaning of the declaration. 


Wording As an illustration of the way in which 
Loose law may be interpreted by the courts 
Confuses - “ap 

a reader draws attention to a decision 
of the United States supreme court quoted in 123 U. S. 722, 
December 18, 1887, in the case, Marquette, Houghton & Ontonagon 
Railroad Company vs. United States. The following quotations 
are taken from the decision: 


“The statute levied a tax on all undivided profits of any..... corpo- 
ration which have accrued and been earned and added to any surplus, con- 
tingent, or other fund. The railroad company..... profits..... were not 


divided but were used during the year in the construction of new works. 
os 6eeue The amount was never in fact placed to the account of any par- 
ticular fund but was taken from the money in the treasury to pay for the 
new structures and additions as they were made.” 


The act of 1864 taxed ‘‘all undistributed sums, made or added 
during the year to their surplus or contingent funds, . . . and 
on all profits of such company carried to the account of any fund, 
or used for construction.”’ The court said: 


“‘When, therefore, profits ‘used for construction’ were left out in the 
act of 1870, it is evident to our minds that congress intended to reduce the 
tax on railroad corporations to that extent. The question is not what would 
have been the meaning of ‘profits carried to the account of any fund’, or 
‘added to any surplus, contingent, or other fund’, if this special provision in 
respect to profits ‘used for construction’ had never been made, but what the 
meaning is with that provision left off after it had once been added. Thisis to 
be ascertained, not by inquiry into the manner of keeping railroad accounts, 
but by interpreting the language used by congress at different times to give 
expression to its will; not by determining whether, as a matter of book- 
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keeping, it is usual to carry undivided profits used for construction to a 
construction fund, but by studying the several statutes to see if it was 
intended that, if so used, they should be taxed under the act of 1870. In 
our opinion it was not, and consequently the current earnings of the 
company for the year of 1871, used as earned in new construction, were 
not taxable as profits for that year.” 


The July issue of THE JOURNAL OF 

The Law of Evidence ACCOUNTANCY contained an article by 
the Honorable J. G. Korner, chairman 

of the United States board of tax appeals, and another by Harold 
Dudley Greeley, both drawing attention to the importance of a 
knowledge of the law of evidence. The editor of the Jncome-tax 
Department, Stephen G. Rusk, also discussed in the introduction 
to his section of the magazine the difficulties which some account- 
ants have found confronting them in practice before the United 
States board of tax appeals. Several correspondents have com- 
mented upon the question raised by these authors, and it is quite 
evident that the proper preparation of cases for presentation 
before the board is receiving widespread attention. Some 
accountants evidently feel that the board is unduly legalistic in 
its requirements, but the great majority whose views have been 
expressed will apparently use every effort to conform to the meth- 
ods of practice which the board has ordained. Among the sug- 
gestions which are most valuable is one to the effect that the 
American Institute of Accountants, through its committee on 
education, should take steps to encourage institutions giving 
courses of instruction in accountancy to include in their curricula 
a study of the law of evidence, particularly as it applies to practice 
before the board of tax appeals. This seems to be an excellent 
proposal if the board of tax appeals is to continue and if account- 
ants are to be, as they must be, concerned in the presentation of 
cases before it. It is not only the accountant, however, who must 
familiarize himself with the fundamentals of evidence, but all 
other advocates as well. We rather deplore the necessity of using 
the word “advocate’’ as applied to the practitioner of account- 
ancy at any time, but it seems to be inevitable in the present con- 
ditions. The man or woman who represents a client in an appeal 
before the board of tax appeals should be wholly concerned with 
the statement of fact; but, inasmuch as the treasury department 
is represented by lawyers whose purpose is to obtain confirmation 
of the treasury’s decisions, the accountant or lawyer who appears 
for the taxpayer is forced into the position of an advocate on the 
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other side. The correspondent to whom reference has been made 
suggests also that the board of examiners of the Institute in its 
commercial law examinations should introduce questions which 
would require a fair knowledge of the law of evidence. Upon 
this point there may be a broad difference of opinion, but un- 
doubtedly there is something to be said in favor of such questions. 


Status of Examination We have received a letter from which 
Answers we quote the following paragraph: 
“‘T have just read with interest an article in the editorial section of the 
May issue of THE JOURNAL by Paul-Joseph Esquerré, regarding the fact 
that students of accounting regard the Students’ Department as giving 
official answers to Institute questions. I am a young fellow, a graduate 
of a well-known accounting course, and it is my practice to try and solve 
questions given before studying the solution. While never using the 
solution given as being official, I have always regarded the answers as 
being acceptable to the board, and of those young fellows with whom I 
have talked on this subject I have usually found they took the same 
attitude as I did. To me the Students’ Department is one of the most 
important features of THE JOURNAL and if it should be discontinued I 
certainly would lose interest. The magazine as a whole is helpful to me in 
many ways.” 


The question of the official or unofficial nature of answers to 
examination questions published in THE JOURNAL OF ACCOUNT- 
ANCY has been repeatedly explained in these pages and great 
emphasis has been laid upon the entirely personal and unofficial 
status of the answers appearing in the Students’ Department. 
The writer of the foregoing letter is not justified in thinking that 
the answers are even acceptable to the examiners in the sense 
that the board has had opportunity to reviewthem. As a matterof 
fact the board of examiners has not seen the answers in any case 
before publication and the editor of the Students’ Department has 
no knowledge whatever of what answers are regarded as satis- 
factory by the board. He gives what he believes to be the correct 
solutions of problems, but it is quite possible that there would be a 
wide difference of opinion between the board and himself. Con- 
sequently, to say that the answers although unofficial are ac- 
ceptable is merely a verbal quibble. The answers may be accept- 
able, but on the other hand they may be entirely opposite to or at 
least may vary from the answers which the board has adopted in 
grading papers. In studying the answers, however, students 
may have the assurance that they represent a carefully considered 
expression of the opinions of an accountant of wide experience 
and sound knowledge. 
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While on the subject of examinations 
it may be of interest to quote from a 
letter of another correspondent who 
is evidently a good loser and quite sincere. Discussing the nature 
of some of the questions asked in recent examinations he says: 


Credit Is Given 
for Knowledge 


“‘I have been an applicant on more than one occasion and have repeat- 
edly failed, yet I find nothing very complicated about any of the questions 
excepting that so many of them are indefinite. Having practised account- 
ing for some ten or twelve years I believe I make the mistake of answering 
a problem as if it were a proposition I might face in actual practice. In- 
variably I find myself in this position: there is a certain bit of information 
lacking. If an accountant in my employ would go ahead and on his own 
initiative ‘guess’ at something in an audit, I would not consider his services 
of much value. If the information is not available to furnish the client 
with an intelligent statement of facts, it should be obtained if possible, and 
if not possible to obtain it this fact should be reported to the client in the 
outset and he should not be charged with services in endeavoring to 
locate some ‘hidden mystery.’ 

“I believe every one of us should pass the examination and I am ‘in’ 
until I find it is useless to try further, but I do think that the examiners 
should endeavor to ask questions of applicants that should bring out their 
qualifications as practising accountants, not their ability to remember 
some rule that they may never meet in practice, not their ability to supply 
‘missing links,’ not their ability to add and subtract six or seven ‘goose 
pes in every practical problem, not based entirely on practice in New 

ork, but a plain sane questioning such as is usually handed to applicants 
desiring employment as accountants. 

“I know from my own experience that I can talk to an accountant but 
very little and determine considerable with reference to his ability. If he 
knows, it is apparent, not only in what he can tell me of accounting, but in 
his general attitude. The certificate is merely an auxiliary to the practis- 
ing accountant, a sort of tool and nothing more. He must possess those 
qualifications which command the confidence of other people. These are 
native ability and character.” 


It is to be hoped that one who has so determined an ambition to 
pass the examinations may soon succeed. It will no doubt be 
comforting to this correspondent to know that the board of exam- 
iners of the Institute does not fail to give credit for knowledge 
displayed by the applicant, even if his answer be not altogether 
in accord with what may be regarded as the official statement of 
the case. It is impossible for any board of examiners to prepare 
questions without using as their basis some industry or trade in 
which the supposititious conditions are said to exist. The exam- 
iners, however, strive strenuously to include in the questions 
merely factors of practice which will probably be required of 
every practitioner. It is not necessary that the applicant should 
be familiar with the details or peculiarities of any givenindustry 
in order to demonstrate his knowledge of the underlying princi- 
ples which would apply in the solution of a problem. An accurate 
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and verbatim knowledge of rules to which the correspondent 
refers is not essential to success. Let the applicant consider the 
question in the light of his general knowledge of accounting pro- 
cedure. If he be qualified to practise as an accountant he can 
satisfy the board that he is qualified without adhering to the exact 
phraseology of any rule of theory. Our correspondent’s recog- 
nition of the importance of native ability and character is al- 
together commendable. This with the addition of practical 
experience and theoretical knowledge will lead almost surely to 
success. 

The Meani Some time ago there was a discussion in 
. Word = these pages on the question of the use 

or a WO! . , , : 
of the designation ‘“‘certified public 
accountant”’ by persons who were not engaged in public practice. 
The views expressed editorially did not meet with unanimous 
approval and there still seems to be some dissatisfaction because 
THE JOURNAL OF ACCOUNTANCY has advocated restriction of the 
designation to public practitioners. A friend in Memphis tells 
us that THE JOURNAL is very unfair and unjust. He says, ‘‘ You 
are doing so much hedging that you evade the point he [an earlier 
correspondent] brings out entirely.”” Hedging is a vile fault; but 
is it really true that THE JoURNAL has been guilty of it? The 
argument that a person who calls himself a certified public 
accountant should be a certified public accountant seems rather 
obvious. If he be not a public accountant how can he be a certified 
public accountant? The answer to that question is also self- 
evident. And that is the whole story. If men who are engaged 
in private employment desire to obtain some kind of official 
recognition of their merits it seems to us that there should be 
created a designation which would indicate what they are. Of 
course, nearly everyone admits that there are enough accounting 
designations already, but if there be a general feeling that the 
bookkeeper or other employee engaged in keeping or supervising 
the accounts of corporations or other businesses should have the 
right to append initials of some kind to his name, a way may be 
found. The letter now under consideration lays great stress upon 
the assertion that men who are engaged in private capacities 
may be just as good as those who are engaged in professional 
practice. Amen. Has anyone denied it? It is the word “ pub- 

lic” that causes all the trouble. And yet public seems to be a 
word of perfectly clear meaning. 
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, An immensely important activity of the 
Institute and ened loati fA : 
the Public merican Institute of Accountants is 
being conducted by its bureau of public 
affairs. Probably the great majority of readers of this magazine 
are familiar with the publications which have been issued by the 
bureau, but to any who have not had an opportunity to read and 
profit by the matter which has been published it is suggested that 
the accomplishments of the bureau will well repay careful study. 
Three so-called letter-bulletins have been issued during the past 
twelve months. The first, dealing with the question of arbitra- 
tion was of somewhat restricted interest, but the second and third 
publications dealing with the crime tendency and credit frauds 
are of almost universal appeal. Many thousands of copies of 
these letter-bulletins have been distributed by commercial and 
civic organizations, and the attention which they are attracting 
in the public press is conclusive proof of their value. The com- 
mittee on public affairs which has control of the bureau is making 
comprehensive plans for further productions during the coming 
year and subjects of vital importance are under consideration. 
For example, within the next few months a letter-bulletin on the 
subject of federal taxation will be issued, and the committee has 
communicated with accountants and other interested persons in 
all parts of the country asking for assistance and suggestions so 
that the publication when issued may be comprehensive and 
authoritative. This kind of effort is a striking proof of the desire 
of the American Institute of Accountants to work for the general 
good of the community. The matters which have been under 
discussion do not affect primarily the accounting profession. 
They are of importance to all the people everywhere. 
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The circuit court of appeals of the District of Columbia has ruled recently 
that a refund of income taxes for the year 1919, which was allowed after the 
passage of the act of 1924, should include interest from date when the tax was 
paid to date of allowance, notwithstanding that the payment had been made 
without protest. It held, further, that upon the disallowance by the commis- 
sioner of such interest the taxpayer’s only remedy was by mandamus, and that 
the acceptance, under protest, of such account as was voluntarily paid did not 
bar the taxpayer’s right to further interest. This is a decision which, if not 
subsequently overruled, should be kept in mind by accountants. Heretofore, 
the commissioner has charged interest upon deficiencies of taxes from the date 
when the tax was due and payable until it was assessed but has not included in- 
terest in amounts of over-assessments refunded. 

Another decision of interest, but not so gratifying as viewed from the stand- 
point of the taxpayer, is that in which the United States board of tax appeals 
ruled, in the case of Lee Sturgis, administrator of the estate of Lucy R. Sturgess, 
deceased, that the value of stock in a corporation may not be established by an 
ex-parte appraisal of the corporate assets nor by the unsupported opinion of an 
accountant. It appears from the matter printed with the decision that the cor- 
poration in which the estate of Lucy Sturgess had stock, had had an appraisal 
made of its assets by an appraisal company, and the administrator had offered 
the appraisal report as evidence of the value of the stock of the corporation. 
The administrator also had an accountant familiar with the books and accounts 
of the corporation by reason of his audit of them, testify as to the value of the 
stock. As no representative of the appraisal company was present to identify 
the appraisal figures and submit to cross-examination, and as the accountant’s 
testimony was not supported, the board held that the value of the stock could 
not be established. 

As pointed out in former issues of THE JOURNAL OF ACCOUNTANCY, the 
accountant appearing before the board must divest himself of the idea that his 
profession is one regarded as engaged purely in finding facts and impartially 
reporting them. When he appears for a taxpayer as the representative of the 
latter he is regarded as an advocate and must be prepared to prove in a legal 
manner facts of which he has become cognizant in his own way, i. e. by examina- 
tion and interpretation of the books of account. He must divest himself of the 
idea that because the matters against which he is protesting and appealing are 
usually facts alleged by the commissioner, based upon some other accountant’s 
audit and interpretation of the transactions recorded in the books of account, 
that his interpretation and statement of facts will be accepted without sup- 
porting evidence. It would seem to the ordinary layman that an independent 
appraisal by a disinterested appraisal company, made at the request of a cor- 
poration in pursuance of the latter’s ordinary course of business, would be pretty 
conclusive evidence of the true value of the corporation’s assets, and should be 
acceptable to a body of men responsible for the task of determining the value of 
the stock of the corporation. The fact that the commissioner asserts a different 
value, presumably one contra to that found by the appraisal company and one 
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which when assumed results in the contemplated assessment of additional tax, 
immediately places upon the taxpayer the burden of proving, no matter how 
difficult it may be, that the facts the commissioner has asserted are not correct. 
It does not matter in the slightest degree that the commissioner has no proof or 
evidence or testimony upon which to rely in asserting that certain things are 
facts. Once he has asserted a fact it stands against the taxpayer, regardless of 
how absurd it may be, until the taxpayer can controvert it in a manner that will 
be acceptable to the board. 

The foregoing is not set down in a spirit of criticism of the commissioner nor 
of the board, but to warn accountants that they must be alert to the new phase 
of their work. Certified public accountants are admitted to practice before the 
board. Let them realize their new responsibilities and prepare to acquit them- 
selves with credit in this new branch of their work. It is to be hoped that ac- 
countants will soon prove themselves worthy advocates as well as opponents 
and that they will command the same respect in this new field that they now 
have in the field of accountancy. 


SUMMARY OF RECENT RULINGS 


In determining the amount available for the payment of a dividend, the 
actual net income as shown by the books and not the statutory net income 
should be used. Invested capital for any given year may be reduced by reason 
of dividends declared within that year only to the extent that such dividends 
exceed the earnings of that year to the date such dividends are declared. 
Income and profit taxes accrue when they become due and payable, and are 
deductible from invested capital at that time, and not deductible pro rata 
from the earnings of the year to which they relate up to the date of a dividend 
payment. (B. T. A. decision 438, docket 1217.) 

The cost of improvements on leased buildings not required by the terms of 
the lease and made as a condition precedent to procuring insurance at non- 
prohibitive rates are capital expenditures and should be distributed over the 
remaining life of the lease. (B.T. A. decision 439, docket 1888.) 

Depreciation upon a building and decorations with useful lives of fifty and 
twenty years, respectively, was allowed at a rate of 3 per cent. (B. T. A. 
decision 440, docket 2003.) 

Money paid into the corporate treasury intended as an increase of invested 
capital is entitled to such classification, although the stock issued in exchange 
therefor is made subsequently. (B. T. A. decision 441, docket 1125.) 

A subscription list acquired in the purchase of a newspaper business is an 
asset subject to fluctuations, and not expiring contracts for which deductions 
may be taken. (B. T. A. decision 457, docket 900.) 

By the federal control act and the compensation agreement pot thereto 
the director general of railroads was required to, and did, the income 
tax on the taxpayer’s income up to 2 per cent. The amount so borne by the 
director general was not income of the taxpayer. The United States in levying 
taxes and assuming the obligations of federal control was the same sovereign 
entity. The commissioner of internal revenue in assessing taxes is not con- 
fined to the provisions of the revenue acts alone but must determine liability 
in the light of all statutes relating thereto. A refusal of the supreme ccurt to 

ant a writ of certiorari will not be regarded as an affirmance of the decision 
Calew. (B. T. A. decision 458, docket 974.) 

A stock subscription agreement of itself is not property and amounts due 
thereon may not be included in invested capital. ‘‘ Bonus” stock issued to 
customer and charged to oper may not be included in invested capital in 
the absence of evidence of the value of the goodwill. (B.T. A. decision 461, 
docket 646.) 

A bankrupt concern has no goodwill for purpose of invested capital. 
(B. T. A. decision 463, docket 220.) 
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A communistic religious society operating under a corporate charter is not 
a charitable or epeoer as contemplated by section 231 (6) of the revenue 
act of 1918. The board said in rendering its decision upon this case: ‘The 
exemption . . . is based on the assumption that all the public interest will be 
servi ..” (B.T. A. decision 469, docket 2257.) 

A declared dividend is a corporate liability reducing the invested capital 
and surplus by the amount of such dividend. Declared dividends remaining 
in the corporate business are borrowed, not invested capital. (B.T. A. decision 
471, docket 1898.) 

Cash consideration involved in the sale or exchange of property is sufficient. 
to establish the fair market value thereof. (B.T. A. decision 474, docket 1924.) 

Payment of a note in recognition of a moral obligation is not a gift but is 
taxable for the year in which it is made. (B.T. A. decision 477, docket 944.) 

Where in determining the deficiency for one year the commissioner consid- 
ered an over-assessment in a prior year, the board has jurisdiction to review 
the tax liability of both years. To determine invested capital in the years 
involved, the board has jurisdiction to determine whether oe allowances 
were made in years prior to those involved in the appeal. & A. decision 
478, docket 641.) 

Property purchased at a foreclosure sale and thereafter bona fide paid into a 

ene for stock may be included in invested capital at the actual value of 
such property, though such value is greater than the price paid at the fore- 
closure sale. (B. T. A. decision 482, docket 544.) 

The board has no jurisdiction to review the basis of the commissioner’s 
belief that jeopardy exists as provided in section 274 (d) of the revenue act of 
1924. The board has no jurisdiction to consider an appeal from jeopardy 
assessment, unless abatement thereof has been denied and inability to give 
bond for an abatement claim prevents an appeal. (B. T. A. decision 487, 
docket 190.) 

The value of stock may not be established by an ex-parte report of an 
appraisal of corporate assets nor by the unsupported testimony of an 
accountant. Where evidence submitted is incompetent a continuance will not 
be granted for the purpose of gathering further evidence. (B. T. A. decision 
530, docket 2279.) 

Where the accounts showing cost of brick and frame dwellings cannot be 
separated a combined rate of depreciation is allowable. (B. T. A. decision 
534, docket 2371.) 

cost inventory may not be a by the amount estimated to be the 
depreciated value of damaged items. B. TA A. decision a pat, docket 600.) 

he capital-stock tax is based on Ra entire potenti to profit by the 
exercise of the corporate franchises and the valuation is left to the discretion 
of the commissioner, except that he must consider every relevant fact. Such 
valuation is not materially less than the net fair value of the assets. (U. S 
supreme court decision—Ray Consolidated Ci Co. v. U. S.) 

A refund of income taxes for 1919, allowed after the P< of the 1924 act, 
should include interest under that act from payment until allowance, notwith- 
standing that the payment had been made without protest; that on disallowance 
of such interest, the taxpayer’s only remedy was by mandamus, and that the 
acceptance, under protest, of such amount as was voluntarily paid did not bar 
the taxpayer’s right to further interest. (Circuit —< of appeals, D. C.,— 
Blair v. U. S. ex rel Executors of Margaret Murphy, deceas ed.) 


TREASURY RULINGS 
(T. D. 3699—May 4, 1925) 
Meaning of Invested Capital, Revenue Act of 1917—Decision of Court 
Excess Prorits TAX—REVENUE ACT OF 1917—DECISION OF CoURT 
1. INVESTED CAPITAL. 
“Invested oP the'R under the statutory definition of that term contained 


in section 207 of the Revenue Act of 1917, can not be increased by reason of 
the appreciation in the value of capital assets. 
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2. DECISION FOLLOWED—DECISION AFFIRMED. 

The decision of the supreme court in the case of La Belle Iron Works v. 
United States (256 U. S., 377, T. D. 3181 [C. B. 4, 373]) followed. The deci- 
= of - United States district court for the southern district of New York 
affirmed. 

The following decision of the United States circuit court of appeals for the 
second circuit, in the case of Union Petroleum Steamship Co. v. Edwards, Col- 
lector, is — for the information of internal revenue officers and others 
concerned. 


Unitep States Circuit Court oF APPEALS FOR THE SECOND CIRCUIT 


Union Petroleum Steamship Co., plaintiff in error and below, v. William H- 
Edwards, Collector of Internal Revenue, defendant in error and below 


Writ of error to district court for the southern district of New York 


Action is for the recovery of excess-profits taxes alleged to have been illegally 
collected. Plaintiff is a corporation of Delaware, organized in 1914, with a 
capital stock of $600,000, which represented the investment of the company 
organizers in the steamship Westwego. 

During the world war the price of shipping rapidly rose, and in March, 1916, 
plaintiff offered the Westwego for sale at one and a half millions. 

The Anglo-American Oil Co. (a British corporation) was willing to buy at 
about the figure named, and when the price was agreed upon the intent of 
Anglo-American Co. was to take over the vessel itself by an ordinary bill of sale. 

But the Westwego was a vessel of the United States, wherefore it was thought 
that a foreign corporation could not lawfully take title. Plaintiff’s stock was 
all owned or controlled by one man, and the arrangement finally made was that 
the entire stock issue of plaintiff was sold by this sole shareholder to Anglo- 
American Co. or its nominees for what was in the minds of the parties the pur- 
chase price of the Westwego. Then plaintiff, as a subsidiary of the Anglo- 
American Co., continued to hold legal title to the ship, and to be subject to such 
taxing statutes as the United States might enact. 

Subsequently there was enacted the revenue act of 1917 (40 Stat., 300), 
and plaintiff became subject to the ‘‘excess-profits tax,’’ under which it was 
necessary to ascertain the ‘‘invested capital’’ of plaintiff in order to establish 
the relation between such capital and the income derived presumably from the 
same. 

The statute (sec. 207) contains a statutory definition of invested capital of 
corporations; the words here important are that such capital is— 

“‘(1) Actual cash paid in, (2) the actual cash value of tangible property 
paid in other than cash, for stock or shares in such corporation or partnership, 
at the time of such payment (but in case such tangible property was paid in 
prior to January I, 1914, the actual cash value of such property as of January 1, 
1914, but in no case to exceed the par value of the original stock or shares 
specifically issued therefor), and (3) paid in or earned surplus and undivided 
profits used or employed in the business, exclusive of undivided profits earned 
during the taxable year . . .” 

The treasury department held that plaintiff's invested capital was sub- 
stantially the $600,000 originally put into the purchase of the Westwego; 
plaintiff’s contention was and is that the business nature of the transaction 
should be considered, the position of the Anglo-American Co. as the real party 
in interest recognized, the fiction of corporate ownership in plaintiff disre- 
garded, and invested capital for purposes of taxation be taken at what in 
business parlance it had cost Anglo-American Co. to get the Westwego. 

The department assessed tax on its own theory, plaintiff paid under protest, 
and brought this action to recover. At trial verdict was directed against 
plaintiff, which brought this writ. 

Per curiam: However hard this case may appear to some, we are unable to 
perceive any legal merit in plaintiif’s contentions. 

If it had been able to take title to the Westwego, this British corporation 
would have been obligated pro tanto at least to submit to taxation by the 
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United States, and non constat that its condition would have been any better 
than it is now. 

What was done was deliberate, including the maintenance of an American 
corporation to own the American ship, and it will not do to call this legal 
scheme a fiction. It may be called a disguise, the Westwego coduuhialie 
became a ‘‘ whitewashed” ship, but the machinery of ownership was designed 
and important and in no sense fictitious. The object was to avoid one statute 
—that regarding vessel transfers—and if in such avoidance another and quite 
different statutory reef is encountered, the matter is only hard in the sense that 
it is one of the accidents of financial navigation. 

What is really the matter here is that the Westwego came under Anglo- 
American control in 1916, when few if any men foresaw the war strain of 
taxation that was encountered in 1917. 

The corporate apparatus originally created before 1916, and continued of a 
purpose by Anglo-American Co., is too rigid to be disregarded. The taxable 
entity is plaintiff, and no other; it is impossible to look beyond or behind that 
artificial person. What is taxable is plaintiff's capital, not that of any other, 
and what plaintiff is really asking is that we regard as its invested capital not 
what went into its own coffers or property but the money of Anglo-American 
Co., which went into the pockets of the original shareholders in plaintiff 
corporation. 

ing, therefore, nothing in the nature of things why plaintiff should not 
respond to the tax according to its own corporate financial history, which con- 
tains no reference to the sale of its share stock by its original shareholders, we 
turn to the statute (supra), and find it impossible to consider what the Anglo- 
American paid either as ‘‘actual cash paid in” or the ‘cash value of tangible 
property paid in” or ‘‘earned surplus and undivided profits.’’ This is because 
Anglo-American never paid anything in to the plaintiff; it only bought from 
third persons an interest in the plaintiff, and certainly the enhanced value of 
plaintiff's shares can not be called ‘‘earned surplus.” 

On authority La Belle Iron Works v. United States (256 U. S., 377) is con- 
clusive; and see especially exposition of the above statutory definition of 
invested capital at page 388. 

Judgment affirmed with costs. 


(T. D. 370—May 9, 1925) 
Limitations upon Suits and Collections—Decision of Court 
INcoME TAXx—SuvuItT TO RESTRAIN PAYMENT—DECISION OF COURT 


1. IN) UNCTION—DISTRAINT—SECTION 3224, REVISED STATUTES. 

Under the provisions of section 3224, Revised Statutes, an injunction 
will not lie against a collector of internal revenue to restrain the collec- 
tion of a tax legally assessed. 


2. CAsEs DIsTINGUISHED—CASES FOLLOWED. 

Hill v. Wallace (259 U. S. 44) distinguished. Graham v, du Pont 

(262 U. S., 234) followed. 

The following decision of the district court of the United States for the 
western district of Washington, northern division, in the case of The City of 
Seattle et al. v. Burns Poe, Collector of Internal Revenue, is published for the 
information of internal revenue officers and others concerned. 


District CourRT OF THE UNITED STATES FOR THE WESTERN DISTRICT OF 
WASHINGTON, NORTHERN DIVISION 
The City of Seattle, a municipal corporation, D. W. Boe, P. J. Conroy, O. J. 
Dr , C. Lynn, and B. W. Roberts, plaintiffs, v. Burns Poe, Collector of 
Internal Revenue, and C. L. Huey, Deputy Collector of Internal Revenue, 
defendants 
[February 26, 1925] 
The mS Seattle, plaintiff, owns and operates a municipal street-car 
system. e individual plaintiffs are employees of the city, in the department 
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of public utilities, street railway division. The suit purports to be brought 
not only for the plaintiffs, but on behalf of others similarly situated, against 
the collector of internal revenue, and prays that the defendant, Burns Poe, 
collector, and all other persons claiming to act under his authority, and that 
of the revenue act of 1921, be enjoined from requiring a return or collecting 
any taxes, exacting any penalties, or distraining any property of the plaintiffs, 
—_ street railway employees. The defendant moves to dismiss the amended 
ill. 

The court, April 12, 1924, denied a temporary injunction in this case, because 
of the terms of section 3224, Revised Statutes, and 3226 as amended; Comp. 
Stat., sections 5947 and 5949. Upon this motion, the court is asked to recon- 
sider its former ruling, particular reliance being placed upon the decision of 
the district court for the eastern district of Michigan in Frey v. Woodworth, 
rendered December 23, 1924. While the decision in that case is relevant upon 
the point that the individual! plaintiffs here are exempt from tax, the collection 
of which is sought, it is not applicable upon the present question, for in the 
suit before Judge Simons the tax had been paid under protest, and the suit 
was to recover the tax, not a suit to enjoin its collection. None of the cases 
cited warrant the granting of the relief prayed. 

In Ledbetter v. Bailey, Collector, etc. (274 Fed., 375-81), it was held that 
the collector was seeking, not the recovery of a tax, but a penalty—somethin 
designed to punish. Pollock v. Farmers’ Loan & Trust Co. (157 U. S. 429 
was a suit not to enjoin a collector of internal revenue but by a stockholder to 
prevent the corporation from voluntarily making a tax return. Veasie Bank v. 
Fenno (8 Wall., 533) was a suit to recover a tax paid on the notes of a state 
bank; the tax was held valid. The Collector v. Day (11 Wall., 113) was a suit 
to recover from the coilector a tax, paid by a judicial officer of the state 
which had been by the collector assessed upon his salary. United States v. 
Railroad Company (17 Wall., 382) was a suit by the United States to collect 
atax. Mercantile Bank v. New York (121 U. S., 138) was a suit by a national 
bank to enjoin the collection of a tax assessed by the State upon national 
bank shares. The supreme court affirmed the lower court’s decision dismissing 
the bill. Van Brooklin v. State of Tennessee (117 U. S., 151) was a suit to 
foreclose state, county, and city taxes assessed upon real estate at a time when 
it was owned by the United States. 

Language is used in Hill v. Wallace (259 U. S., 44 at 62) that considered 
alone it may be argued lends support to the contention of plaintiffs; in that 
case, however, the inconvenience resulting from a denial of injunctive relief 
and the relegating of complainants to their law action to recover taxes, after 
payment, would have been much greater than in the present suit. In that 
case it was said: 

“In the case before us, a sale of grain for future delivery without paying the 
tax will subject to heavy criminal penalties. To pay the heavy tax on each of 
many daily transactions which occur in the ordinary business of a member of 
the exchange, and then sue to recover it back, onat necessitate a multiplicity 
of suits and, indeed, would be impracticable.”’ [The italics are those of this, 
and not the supreme court.] 

In the instant case, while the employees affected are numerous, the payment 
of the tax is required for the year, not upon “many daily transactions.” In 
Hill v. Wallace, supra, the supreme court, however, does not base its deter- 
mination of the case upon the ground which it discussed, as above; for there- 
after in its opinion in that case it said: 

“The right to sue for an injunction against the taxing officials is not, how- 
ever, necessary to give us jurisdiction. If they were to be dismissed under 
section 3224, the bill would still raise the question here mooted against the 
board of trade and its directors. The solicitor general has appeared on 
behalf of the government and argued the case in full on all the issues. Our 
conclusion as to the validity of the act will, therefore, have the same effect 
as did the judgment of the court in respect to the income-tax law in Pollock 
v. Farmers’ Loan & Trust Co. (157 U.S. 429), to which the government was 
not a party but in which the attorney general on its behalf was heard as 
amicus curiae.” 
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That this is the effect of the decision in Hill v. Wallace is pointed out in 
the recent decision of the circuit court of appeals of the seventh circuit. 
(Reinecke Collector, v. Peacock, 3 Fed. (2d), 583.) 

In Dodge v. Osborne (240 U. S., 118) and Dodge v. Brady (240 U. S., 122) 
the lower court was upheld in denying injunctive relief. In the former of 
these two cases the action of the lower court in affirming the action of the 
trial court in sustaining a motion to dismiss the complaint for want of juris- 
diction because the complainant had adequate remedy at law and because of 
the provisions of section 3224 was sustained, the court saying: 

“And this doctrine has been repeatedly applied until it is no longer open to 
question that a suit may not be brought to enjoin the assessment or collection 
of a tax because of the alleged unconstitutionality of the statute imposing it. 
(Shelton v. Platt, 139 U.S., 591; Pittsburg, etc., Ry. v. Board of Public Works, 
172 U.S., 32; Pacific Whaling Co. v. United States, 187 U. S., 447, 451, 452.) 

“But it is contended that this doctrine has no application to a case where, 
wholly independent of any claim of the unconstitutionality of the tax sought 
to be enjoined, additional equities sufficient to sustain jurisdiction are alleged, 
and thus, it is asserted, being such a case, falls within the exception to the 
general rule. But conceding for argument’s sake only the legal premise u 
which the contention rests, we think the conclusion that this case falls within 
such exception is wholly without merit, since after an examination of the com- 
plaint we are of the opinion that no ground for equitable jurisdiction is 
alleged. It is true the complaint contains averments that unless the taxes 
are enjoined many suits by other persons will be brought for the recovery of 
the taxes paid by them, and also that by reason of Revised Statutes, section 
3187, making the tax a lien on plaintiff's property the assessment of the taxes 
would constitute a cloud on plaintiff's title. But these allegations are wholly 
inadequate under the hypothesis which we have assumed, solely for the sake 
of argument, to sustain jurisdiction, since it is _——— on their face they 
allege no ground for equitable relief independent of the mere complaint that 
the tax is illegal and unconstitutional and should not be enforced—allegations 
which if recognized as a basis for equitable jurisdiction would take every case 
where a tax was assailed because of its unconstitutionality out of the pro- 
visions of the statute and thus render it nugatory, while it is obvious that that 
statute plainly forbids the enjoining of a tax unless by some extraordinary 
and entirely exceptional circumstance tts provisions are not applicable."’ [Italics 
are those of this, and not the supreme Court.] 

In Dodge v. Brady the bill of complaint attacked the constitutionality of 
the revenue tax law in the trial court. After the denial of injunctive relief a 
supplemental bill was filed alleging that the tax had been paid the collector and 
praying its recovery, but without an appeal to the commissioner of internal 
revenue for refund. The defendant moved for a dismissal of the supplemental 
bill for want of jurisdiction in the court, under section 3224, Revised Statutes. 

The lower court dismissed the bill upon the latter ground, and was sustained 
therein by the supreme court, the reason, in part, being stated: 

“We think that this case is so exceptional in character as not to justify us 
in holding that reversible error was committed by the court below in passing 
upon the case upon its merits... ” 

It is obvious that the needs of government are instant and supreme. The 
taxes paid are for the benefit of all; the convenience of the one or class must 
yield to the needs and convenience of the government. Doubtless the desig- 
nation of that which is taxable is a _—_— function and not executive, and 
an attempt by the executive arm of the Government to exact income, at least 
in the absence of express statutory authority, from the property of the state 
devoted strictly to the maintenance of the ordinary functions of state govern- 
ment will warrant the courts in treating an imposition as no tax, and enjoin 
its collection; as was done in the case of the United States v. King County, 
Wash. (281 Fed., 686), in which the circuit court of appeals for this district 
and circuit held the maintenance and operation of a ferry, the county, 
was the exercise of a strictly governmental function, pro against tax- 
ation by the federal constitution; and a tax upon persons paying the ferry 
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transportation charges necessary for the county to maintain the ferry was an 
interference with and burden upon the governmental functions of the state. 
In South Carolina v. United States (199 U. S., 437 at 461) the court said: 

“These decisions, while not controlling the question before us, indicate that 
the thought has been that the exemption of state agencies and instrumentali- 
ties from national taxation is limited to those which are used by the state in 
carrying on of an ordinary private business.” 

To attempt to tax a state highway, with its bridges, and ferries, which are 
absolutely essential to the freedom and liberty of its citizens, is a vastly differ- 
ent thing in principle from the taxation of the income of individual employees 
of a municipal street-car system, operated as a business upon the state’s 
highways. ction 213 of title II, part II of the revenue act of November 
23, 1921, in part provides, pages 237 and 238 (pt. 1, Stat. at large, 1923-1924, 
p. 267, sec. 213): 

“That for the purpose of this title (except as otherwise provided in sec. 233) 
the term ‘gross income’ . does not include the following items, which 
shall be exempt from taxation under this title . . . (7) income derived from 
any public utility or the exercise of any essential governmental function and 
accruing to any state, territory, or the District of Columbia or any political subdi- 
vision of a state or territory, or income accruing to the government of any possession 
of the United States, or any political subdivision thereof.”’ [Italics are those of 
this court, and not of the act.] 

This court agrees with Judge Simons in his holding in Frey v. Woodworth, 
supra, that congress by this legislation intended, as stated, alone to exempt 
income ‘‘accruing to the state, etc.,’’ and not the income of employees of the 
utility. It will be noted in the exemption provided for in subsection 7, income 
accruing to any state, etc., is coupled with a like exemption of income ac- 
cruing to the government. By subsection A (sec. 213 of the act, 42 Stat. at 
large, 238) it is provided that the salaries of all officers and employees of the 
United States, or its political subdivisions, including the District of Columbia, 
whether elected or appointed, are declared taxable, including in the case of the 
President and judges of the supreme court and inferior courts of the United 
States, the compensation received as such. In so far as the last-named officers 
are concerned, it has been held that under the constitution their compensation 
is not taxable (Art. III, sec. 1, of the United States constitution, and authori- 
ties cited in note 211, page 14015, U.S. Comp. Stat.). But the question in the 
present case remains unaffected by reason of there [not] being any question 
upon this point. 

There being no express provision exempting the incomes of employees of such 
public utilities, the executive branch of the government should not be enjoined 
from collecting such income in advance of a final and authoritative determi- 
nation that such income is exempt; for if the collector be so enjoined, and 
eventually it be finally determined that such income is taxable, there would 
be danger that much of the income, the collection of which was enjoined, would 
be lost to the United States; and in any event, delay and additional expense in 
its collection incurred; all of which would be avoided by a strict compliance 
with sections 3424 and 3426 asamended. (Rock Island, Arkansas & Louisiana 
R. =) Co. v. United States, 254 U. S., 141; Graham, etc., v. du Pont, 262 U. S., 
234. 


Motion to dismiss granted. 


(T. D. 3703—May 13, 1925) 
Basis for determining gain or loss—Revenue Act of 1918—Decision of Court 
INCOME TAX—REVENUE ACT OF 1918—DECISION OF SUPREME COURT 


1. GAINs AND LossEs—DEDUCTIONS—MARCH I, 1913, VALUE. 


No deductible loss is sustained under the provisions of the revenue act of 
1918 where property purchased prior to March 1, 1913, is sold thereafter for 
more than cost but less than the March 1, 1913, value. 
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2. CAsEs FOLLOWED. 


The cases of Goodrich v. Edwards (255 U. S., 527; T. D. 3174 [C. B. 4, 40]) 
and Walsh v. Brewster (255 U. S., 536; T. D. 3176 [C. B. 4, 41]) followed. 
The following decision of the supreme court of the United States in the case 

of United States v. Flannery et al., Executors of the Estate of James J. Flannery, is 
published for the information of internal revenue officers and others concerned. 


SUPREME CouRT OF THE UNITED STATES 


The United States, appellant, v. Harriet Rogers Flannery and J. Rogers Flannery, 
Executors of the Estate of James J. Flannery, Deceased 


[April 13, 1925] 


Mr. Justice SANFORD delivered the opinion of the court. 

James J. Flannery bought, prior to March 1, 1913, certain corporate stock 
for less than $95,175. Its market value on March 1, 1913, was $116, 325. He 
sold it in 1919 for $95,175—that is, for more than cost. He died in March, 1920. 
The executors of his estate in returning his income for the year 1919 deducted, 
as a loss, the difference between the market value of the stock on March 1, 1913, 
and the price received. The commissioner of internal revenue disallowed the 
loss claimed, and an additional tax was assessed. The executors paid this 
under protest, and thereafter, a claim for refund having been denied, brought 
this action in the court of claims to recover the amount paid. Judgment was 
rendered in their favor. (59 Ct. Cls., 719). 

The question presented is whether, under the income tax provisions at the 
revenue act of 1918, a deductible loss was sustained by the sale of the stock 
in 1919 for more than it had cost, by reason of the fact that on March 1, 1913, 
between the dates of purchase and sale, it had a market value greater than 
the sale price. 

This act provided that net income should include ‘‘gains’’ derived from 
sales or dealings in property (secs. 212 (a), 213 (a)); that there should be 
allowed as deductions “‘losses’’ sustained during the taxable year “incurred 
in any transaction entered into for profit’’ (sec. 214 (a)); and that “for the 
purpose of ascertaining the gain derived or loss sustained from the sale or 
other disposition of property . . . the basis shall be (1) in the case of property 
acquired before March 1, 1913, the fair market price or value of such property 
as of that date; and (2) in the case of property acquired on or after that date, 
the cost thereof . . .’”’ (sec. 202 (a)). 

The United States contends that under section 214 (a) there was no de- 
ductible loss whatever unless the taxpayer had sustained an actual ‘‘loss”’ in 
the entire transaction by selling the property for less than it had cost; and that 
the effect of section 202(a) was merely that if such an actual loss had been sus- 
tained in selling property acquired before March 1, 1913, only so much thereof 
could be deducted as was sustained after the latter date; that is, the difference 
between the market value on that date and the sale price. 

The executors contend, on the other hand, that section 202(a) established 
the market value of such property on March 1, 1913, as the sole basis for ascer- 
taining the loss sustained, without regard to its actual cost; and that if such 
market value was higher than the sale price, this conclusively determined that 
there had been a deductible ‘“‘loss’’ in the transaction, and fixed the amount 
thereof at the difference between the market value on that date and the sale price. 

It is clear, in the first place, that the provisions of the act in reference to 
the gains derived and the losses sustained from the sale of property acquired 
before March 1, 1913, were correlative, and that whatever effect was intended 
to be given to the market value of property on that date in determining taxable 
gains, a corresponding effect was intended to be given to such market value in 
determining deductible losses. This conclusion is unavoidable under the 
specific language of section 202(a) establishing one and the same basis for 
ascertaining both gains and losses. 

Taking this as a premise, we think that the question of determining taxable 
gains is concluded, in accordance with the contention of the government, by the 
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decisions of this court in Goodrich v. Edwards (255 U. S., 527) and Walshv. 
Brewster (255 U.S., 536). These cases, which were decided in 1921, arose under 
the income-tax provisions of the revenue act of 1916. That act provided, as 
did the Act of 1918, that the ‘‘gains” derived from sales or dealings in property 
should be included in net income, and also that the losses actually sustained in 
transactions entered into for profit should be allowed as deductions. In the 
act of 1916, however, the provisions for the ascertainment of the gains derived 
and losses sustained from the sale of property were not contained, as in the act of 
1918, in one provision, but in separate clauses of the same tenor and effect as the 
combined provision in the act of 1918. Section 2 (c) provided that: ‘For the 
purpose of ascertaining the gain derived from the sale or other disposition of 
property . . . acquired before’’ March 1, 1913, ‘‘the fair market price or value 
of such property as of’’ March 1, 1913, “shall be the basis for determining the 
amount of such gain derived."’ The correlative clause relating to the ascertain- 
ment of loss was in precisely the same language except that the words ‘‘ the loss” 
and “‘loss sustained’’ were used instead of the words “the gain” and “gain 
derived.”’ 

In Goodrich v. Edwards, supra, in the second transaction involved, the tax- 

yer had acquired in 1912 certain corporate stock of the then value of $291,600. 

ts market value on March 1, 1913, was only $148,635.50. He sold it in 1916 
for $269,346.25, being $22,253.75 less than its value when acquired, but $120,- 
710.75 more than its value on March 1, 1913. A tax was assessed on the latter 
amount, which was sustained by the trial court. The government confessed 
error in this judgment. After reciting this fact and setting forth the pertinent 
provisions of the act, this court, in reversing the judgment, said: 

“It is . . . very plain that the statute imposes the income tax on the pro- 
ceeds of the sale of personal property to the extent only that gains are derived 
therefrom by the vendor, oar we therefore agree with the solicitor general that 
since no gain was realized on this investment by the plaintiff in error no tax 
should have been assessed against him. Section 2 (c) is applicable only where a 
— over the original capital investment has been realized after March 1, 1913, 

rom a sale or other disposition of property.” 

This case was followed by Walsh v. Brewster, supra. In the first transaction 
there involved the taxpayer had purchased bonds in 1899 for $191,000, which 
he sold in 1916 for the same amount. Their market value on March 1, 1913, 
was $151,845. A tax was assessed on the difference between the latter amount 
and the selling price, namely, $39,155. This tax was held invalid, under the 
authority of Goodrich v. Edwards, on the specific ground that ‘‘the owner of the 
stock did not realize any gain on his original investment by the sale in 1916.” 
In the second transaction involved the taxpayer had purchased certain bonds in 
1902 and 1903 for $231,300, which he sold in 1916 for $276,150. Their market 
value on March 1, 1913, was $164,480. A tax was assessed upon the difference 
between the selling price and the market value of the bonds on March 1, 1913. 
It was held, however, that “since the gain of the taxpayer was only the difference 
between his investment of $231,300 and the amount realized by the sale, $276,- 
150,” under the authority of Goodrich v. Edwards, ‘‘he was taxable only on 
$44,850,” the difference between the purchase and sale prices. 

These decisions are equally applicable to the act of 1918. There is no differ- 
ence in substance between the language of the two acts in respect to the as- 
certainment of the gain derived or loss sustained from the sale of property 
acquired before March 1, 1913; and the correlative nature of these two pro- 
visions is emphasized in the act of 1918 by their combination in one and the 
same sentence. As it was held in these decisions that the act of 1916 imposed 
a tax to the extent only that gains were derived from the sale, and that the 
provision as to the market value of the property on March 1, 1913, was ap- 
plicable only where a gain had been realized over the original capital invest- 
ment, so we think it should be held that the act of 1918 imposed a tax and 
allowed a deduction to the extent only that an actual gain was derived or an 
actual loss sustained from the investment, and that the provision in reference 
to the market value on March 1, 1913, was applicable only where there was such 
an actual gain or loss; that is, that this provision was merely a limitation upon 
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the amount of the actual gain or loss that would otherwise have been taxable 
or deductible. 

We can not sustain the contention that the decision in Goodrich v. Edwards 
is not entitled to controlling weight in the matter of deductible losses because 
of the government’s confession of error, or because it involved the question of 
taxable gains, as to which it is said, that under a different construction of the 
act a grave constitutional question would have arisen which could have no 
application to the question of deductible losses. The decision shows that it 
was not based on the confession of error or on any constitutional question, but 
upon the conclusion that, asa matter of construction, it was ‘“‘very plain’’ that 
the statute imposed a tax upon the proceeds of sales ‘‘to the extent only that 
gains are derived therefrom by the vendor.” The language of the opinion is 
specific and unambiguous; it embodied the reasoned judgment of the court as 
to the proper construction of the act; and it applies equally to the construction 
of the similar provisions of the act of 1918, relating to gains and losses alike. 

This was recognized by the treasury department, which promptly amended 
its former regulations by incorporating therein ‘‘the rule announced by the 
supreme court in the cases of Goodrich v. Edwards and Walsh v. Brewster 
respecting the basis for the determination of taxable gains or deductible losses 
in the case of property acquired prior to March 1, 1913, and sold or disposed of 
subsequent thereto.” (23 T. D. 763, 764.) To the same effect is the opinion 
thereafter given to the secretary of the treasury by the attorney general in 
reference to taxable gains and deductible losses under both of the acts. (33 
Op. Atty. Gen., 291.) And, it may be noted, a like construction has been inde- 
pendently given by the courts of New York, without reference to any constitu- 
tional question, to the income-tax law of that state, in which the provisions 
relating to gains derived and losses sustained from the sale of property, are a 
substantial transcript of those of the act of 1918, except that January I, 1919, 
is substituted for March 1, 1913; this construction being embodied in a series 
of decisions, the first of which, relating to taxable gains, was written before 
those in Goodrich v. Edwards and Walsh v. Brewster were announced. (Peo- 
ble ex rel. Klauber v. Wendell, 196 App. Div., 827 (affirmed, without opinion, 
232 N. Y., 549); People ex rel. Keim v. Wendell, 200 App. Div., 388; Re Appli- 
cation of Bush, 206 App. Div., 800.) 

It is unnecessary to consider in detail, as in a matter of first impression, 
various contentions urged in behalf of the executors in respect to the construc- 
tion that should be given to the provisions of the act of 1918 in reference to 
deductible losses. For the reasons stated we think that the question should be 
resolved according to the earlier decisions; and nothing has been suggested 
which disposes us to depart from them now. Decisions affecting the business 
interests of the country should not be disturbed except for the most cogent 
reasons. (National Bank v. Whitney, 103 U. S., 99, 102.) 

Since Flannery sustained no actual loss in the transaction in question, having 
sold the stock for more than it had cost, his executors were not entitled to the 
deduction which they claimed because it was sold at less than its market value 
on March 1, 1913. 

The judgment of the court of claims is accordingly reversed. 


(T. D. 37.5—May 15, 1925) 
Basis for determining gain or loss—Revenue Act of 1918—Decision of Court 


1. GAINS AND LOSSES—DEDUCTIONS—MARCH I, 1913, VALUE. 


No deductible loss is sustained under the provisions of the revenue act of 
1918 where property purchased prior to March 1, 1913, is sold thereafter for 
more than cost but less than the March 1, 1913, value. 


2. CAsEs FOLLOWED. 


The cases of Goodrich v. Edwards (255 U.S., 527; T. D. 3174 [C. B. 4, 40], 
Walsh v. Brewster (255 U.S. 536; T. D. 3176 [C. B. 4, 41]), and United ates 
v. Flannery et al. (T. D. 3703 oe page 6]), followed. 
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The following decision of the United States supreme court in the case of 
McCaughn, Collector, v. Charles H. Ludington is published for the information 
of internal revenue officers and others concerned. 


SUPREME COURT OF THE UNITED STATES 


Blakely D. McCaughn, Collector of Internal Revenue, petitioner, v. Charles H. 
udington 


On writ of certiorari to the United States circuit court of appeals for the third 
circuit 


[April 13, 1925] 


Mr. Justice SANFORD delivered the opinion of the court. 

This case arises under the income-tax provisions of the revenue act of 1918, 
and presents another aspect of the question relating to deductible losses sus- 
tained from the sale of property acquired before March 1, 1913, which was 
involved in United States v. Flannery, No. 527, just decided [see page 6]. 

Ludington bought, prior to March 1, 1913, certain corporate stock for $32,- 

oo. Its market value on March 1, 1913, was $37,050. He sold it in 1919 for 
33,866.91, which was $28,633.09 less than its purchase price and $33,183.09 
less than its market value on March 1, 1913. In his income-tax return he 
deducted the latter sum as the amount of his loss on the sale of the stock. 
The commissioner of internal revenue reduced the amount of the deduction 
to the actual loss of $28,633.09, and assessed an additional tax against him. 
He paid this tax under protest, and, after the usual preliminary procedure, 
brought this suit against the collector in a federal district court in Pennsyi- 
vania to recover the amount so paid. Judgment was entered for the defend- 
ant. (290 Fed., 604.) This was reversed by the court of appeals. (1 Fed. 
(2d), 689.) And this writ of certiorari was granted. (266 U. S., 599.) 

The case is governed by the decision in Umited States v. Flannery, supra. 
It was there held, on the authority of Goodrich v. Edwards (255 U. S., 527) 
and Walsh v. Brewster (255 U. S., 536), that the act allowed a deduction to 
the extent only that an actual loss was sustained from the investment, as 
measured by the difference between the purchase and sale prices of the prop- 
erty. It follows that as the actual loss to Ludington in the entire transaction 
was the difference between the purchase and selling prices—that is, $28,633.09 
—he was only entitled to deduct this amount, and not the difference of $33,- 
183.09 between the market value on March 1, 1913, and the selling price. 
This is in exact correspondence with the decision in Walsh v. Brewster, supra, 
in reference to the second transaction there involved, in which it was held that 
the taxable gain derived from the sale of property was only the difference 
between the purchase and selling prices, and not the difference between the 
market value on March 1, 1913, and the selling price. 

So under the income-tax law of New York, which, as pointed out in United 
States v. Flannery, is a substantial transcript of the revenue act of 1918, except 
that January 1, 1919, is substituted for March 1, 1913, it was specifically held, 
inja case precisely similar to the present, that the loss deductible by the tax- 
payer was limited to the difference between the purchase and selling prices, 
although on January 1, 1919, the property had a higher value than when it 
was purchased, and the loss if computed from that date would have been 
greater than when computed from the purchase price. (People ex rel. Keim 
v. Wendell, 200 App. Div., 388.) 

The judgment of the district court is accordingly affirmed, and that of the 
circuit court of appeals reversed. 
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Ep1Tep By H. A. FINNEY 


[NoteE.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead readers to assume that they are the official solutions of 
the board of examiners. They are merely the expression of the opinion of the 
editor of the Students’ Department.} 


AMERICAN INSTITUTE OF ACCOUNTANTS 


EXAMINATION IN ACCOUNTING THEORY AND PracticE—Part I (Concluded) 
MAY 14, 1925, I P. M. TO 6 P. M. 


The working papers on the following page were omitted from the published 
solution of problem 5 which appeared in the July issue. These working 
papers show the values resulting from application of correct exchange rates in 
the conversion of the balance-sheets of the foreign subsidiaries. 


No. 6 (25 points): 


A series of 5% bonds totalling $100,000 is issued, dated January 1, 1925, 
redeemable at par by ten annual payments of $10,000 each, beginning De- 
cember 31, 1935. What equal annual sinking fund is required to - provided 
on a 4% basis to pay off the bonds as they mature? 

The first payment to the sinking-fund trustees is to be made December 31, 
1925, and annually thereafter. 

What is the status of the sinking fund on December 31, 1934, 1935 and 1936? 


Given at 4%: (1+i)*® 1.48024428 (1+i)*° 2.19112312 
vi? 67556417 vi? . 45638695 

at 5%: (1+i)*° 1.6288946 (1+)? 2.6532977 

vi? .6139133 v*? 3768895 


Solution: 


The problem requires the computation of the sum to be deposited in a sinking 
fund at the end of each of twenty years which, accumulating at 4% compound 
interest, will be sufficient to provide for the withdrawal, during each of the last 
ten years, of annual sums of $10,000 each to be applied to the retirement of an 
equal amount of the principal of the bonds. 

The peculiar feature of the problem, and the feature which causes difficulty, 
is the fact that the instalments are to be made during twenty years, while 
withdrawals are to be made during each of the last ten years, the result being 
that at the end of the twentieth year there will be nothing in the fund, instead, 
as is usual in the case of sinking funds, of a fund equal to the principal of the 
bonds to be paid. 

The computation may be made in either of two ways; one, by working with 
present values, and another by working with amounts. The solution using 
present values will be given first. 

If a single sum were to be invested at the beginning of the eleventh year, 
to be compounded annually at four per cent, and to be withdrawn in ten equal 
instalments at the end of the eleventh and each succeeding year, this single 
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sum would be the present value of an ordinary annuity of ten rents of $10,000 
each. This present value is computed as follows: 
-67556417 is the present value of 1 due 10 periods hence at 4%. 
I-.67556417 =.32443583 compound discount. 
-32443583 + .04 =8.1108957 present value of annuity of 1. 
$10,000 x 8.1108957 = $81,108.96 single investment which could be made at 
the beginning of the eleventh year, and 
which would be sufficient to provide for 
ten withdrawals of $10,000 each, at the 
dates when bonds are payable. 


Now if a single sum were to be invested at the beginning of the first year, to 
be compounded annually at four per cent, and to be withdrawn in ten equal 
instalments at the ends of the eleventh to twentieth years inclusive, this single 
sum would be the present value of $81,108.96, due ten periods hence, or 


$81,108.96 x .67556417 = $54,794.31 the sum which would have to be de- 
posited at the beginning of the first 
year. 


Now if a single investment of $54,794.31 would be sufficient to provide for 
the withdrawal of ten rents of $10,000 each during the last ten years, it would 
also=_. sufficient to provide for the withdrawal of twenty annual rents which 
could be put into a sinking fund in accordance with the terms specified. That 
is to say, $54,794.31 is the present value of an annuity of twenty payments of 
unknown amounts, at 4%, and these unknown amounts or rents are the sink- 
ing-fund contributions required by the problem. The annual contribution 
can therefore be computed by dividing $54,794.31 by the present value of an 
annuity of 1 for twenty periods at four per cent. 


.45638695 is the present value of 1, due 20 periods hence at 4%. 

I-.45638695 = .54361305 compound discount. 

54361305 +.04 = 13.590326 present value of annuity of 20 rents at 4%. 

$54,794.31 + 13.590326 = $4,031.86 annual sinking-fund contribution to be 
made during each of 20 years. 


The second computation, working with amounts instead of present values, 
is as follows: If, instead of withdrawing each of the ten amounts of $10,000 at 
the end of the eleventh to twentieth years, inclusive, these amounts were allowed 
to remain in the sinking-fund, the fund would amount at the end of the twen- 
tieth year to $100,000 plus the interest which, under the plan actually adopted, 
is lost on the amounts withdrawn. Or, stated in another way, the fund would 
be equal to the sum of the ten withdrawals plus compound interest thereon. 
Or, stated in still another way, the fund would be equal to the amount of an 
annuity of ten rents of $10,000 each, compound at 4%. This amount is com- 
puted as follows: 


1.48024428 amount of 1 at 4% for 10 periods. 

1.48024428 — 1 =.48024428 compound interest. 

.48024428 + .04 = 12.006107 amount of annuity of I. 

$10,000 x 12.006107 = $120,061.07 amount which would be in the fund. 
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The problem now becomes one of finding what contribution during each of 
twenty years would provide an amount of $120,061.07. 

2.19112312 amount of 1 at end of 20 periods at 4%. 

2.19112312—I =1.19112312 compound interest. 

I. 19112312 +.04=29.778078 Amount of annuity of 1 for 20 periods. 

$120,061.07 + 29.778078 = $4,031.86 Annual contribution. 

The problem also requires a statement of the status of the fund at December 
31, 1934, 1935, and 1936; that is, at the end of the tenth, eleventh and twelfth 
years. These amounts are shown in the following computations, the table 
being carried to the end of the twentieth year in order to prove the work. 

The amount at the end of the tenth year is the amount of an ordinary 
annuity of ten rents. 

$4,031.86 Annual contribution. 
Multiply by 12.006107 Amount of annuity of 1 for 10 periods. 


$48,406.95 Amount in fund at end of tenth year. 










Sinking-fund table 

End of Sinking-fund Interest Fund before Fund after 
year contribution for year withdrawal Withdrawal withdrawal 
10 $48,406.95 
II $4,031.86 $1,936.28 $54,375.09 $10,000.00 44,375.09 
12 4,031.86 1,775.00 50,181.95 10,000 . 00 40,181.95 
13 4,031.86 1,607.28 45,821.09 10,000.00 35,821.09 
14 4,031.86 1,432.84 41,285.79 10,000.00 31,285.79 
15 4,031 . 86 1,251.43 36,569.08 10,000.00 26,569.08 
16 4,031.86 1,062.76 31,663.70 10,000.00 21,663.70 
17 4,031.86 866.55 26,562.11 10,000.00 16,562.11 
18 4,031. 86 662.48 21,256.45 10,000.00 11,256.45 
19 4,031 . 86 450.26 15,738.57 10,000.00 5,738.57 
20 4,031 . 86 229.54 9,999.97 9,999.97 0 








ACCOUNTING THEORY AND PRACTICE—Panrt II 


MAY I5, 1925, I P. M. TO 6 P. M. 
The candidate must answer all the following questions: 
No. 1 (32 points): 

The Rollins company, manufacturing one main product “X” from which 
are recovered two by-products “ Y”’ and “‘Z”’, maintains a number of processing 
departments and a selling branch. Product “‘X” is shipped to the selling 
branch as manufactured and billed at cost. ‘“‘Y” is shipped as recovered to 
an affiliated company which is billed for it on the basis of a yearly contract 

rice = $20 per ton. “Z” is held in stock pending instructions from the selling 
ranch. 

Three raw materials, “‘R”, “S’ and “‘T”’, are used. These when acquired 
are held in store until requisitioned. 

The manufacturing process passes through five consecutive stages. In 
department A, materials ‘‘R” and “‘S” are received from store in equal daily 
quantities which are combined in equal amounts by weight. At the comple- 
tion of the process in this department, by-product “Y” (equal to ten per cent 
of the materials processed) is drawn off and shipped direct to the purchasing 
company as explained above. Eighty per cent by weight of the total ingredi- 
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ents is piped to department B, at a constant rate, for further treatment. The 
remaining ten per cent of the original materials represents evaporation loss in 
this department. 

In department B, material is received from A in the proportion of 4 tons of 
the mixture to each ton of material ‘‘T”’ issued. The process used in B is 
complicated and requires several days. While the process is continuous and 
the mix is effected and delivered to department C at a constant rate, there are 
always, approximately, 100 tons of the mix in process in the retorts of this 
— when the plant is being operated to capacity. 

n department C, ingredients to the amount of ten per cent of the total mix 
are separated and transferred to department D, where, after further refine- 
ments involving a ten per cent loss, the by-product ‘‘Z” is recovered. The 
processes in both departments C and D require only a short time and are 
continuous, so that, ordinarily, at the close of each day no goods in process 
remain in either. 

The main product, equal to ninety per cent of the materials handled in 
department C, goes to department E where it is stored until the manufacturing 
process is completed by grinding and packing. 

On January ist the plants resumed operations, after a month’s shut-down 
for general overhauling, and when the processing was begun again were run to 
capacity throughout the month. 

; pomery of the inventories on hand at the beginning of the month was 
as follows: 


Raw materials: 


“—" 100 tons $5,200 (cost) 
Goods in process: 

None 
Finished goods: 

Product “‘X" boxed and ready for 

shipment to the selling branch 4,210 oe 

Product ‘‘Z”’ 10 tons 820 (market) 
During the month"of, January, the purchases of raw materials were: 

— 300 tons $7,200 

“ce S ” 500 ” 2,500 

unr 120 ” 4,800 
Issues of materials at cost for the same period were: 

“pr” $1 1,200 

“sg” 1,750 

compre 4,000 





Total $16,950 
Analysis of ene for the month shows: 














partment Total hours Total wages 
ers 6,000 $ 2,400 
iscccodanns 7,000 4,200 

ecw aceceres 3,600 3,600 
a 1,200 840 

Te nse en ecete 5,000 2,500 
Totals.... 22,800 $13,540 














Departmental burden, amounting to $11,400, was distributed to the depart- 
ments on the basis of labor hours. ; 

On February Ist, there were on hand 46 tons of product “Z” which can be 
sold at the current market for $75 per ton. None of the product has been 
sold or shipped during the month. s 

All of product ‘‘X” completed during the month of January, amounting to 
200 tons, together with that on hand at the beginning of the month, ready for 
shipment, has been delivered to the selling branch, 
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You are required: 


(a) To make a summary of all inventories as at February 1st, showing both 
tonnage and value of the goods in process remaining in each de- 


rtment 


pa: 
(b) To give the billing price per ton of product ‘‘X” manufactured during 


the month. 
Solution: 


The first step in the solution is to determine the quantities of the vagjous 
raw materials used during the month. These quantities are determined as 


follows: 
ROoLiLins COMPANY 


Summary of raw-material accounts for the month of January, 192- 


Tons 

Raw material “R”’: 
ROOT, TORUOST Boo. cdcaswssciwac 100 
NG oa are ton Rebeca es eae baegees 300 
EN er ere rr 400 

Issued: 

From inventory of January I..... 100 
From January purchases......... 250 
Di sibdlehbedss po snacwes 350 
Inventory, February 1............... 50 
Raw material “S”: oe 
PRR en ee 500 
Ee, ee ee er eee 350 
Inventory, February 1............... 150 
Raw material “T”: i 
Ns acai Ad Gdn gs 0: 6. eens 4 508 dcp 120 
SE eth hha heaee enacdwae kin oe 100 
Inventory, February 1............... 20 


The second step is to ascertain the amount of burden chargeable to each 


department. This is determined as follows: 


Roiiins COMPANY 


Distribution of departmental burden, Month of January, 192- 


Department 
ay aia Sitbin keaton eee es 6,000 
AR Sea See 7,000 
ae eee 3,600 
Ee ee eee ee 1,200 





Labor hours Burden chargeable on 
































Price Amount 
$52.00 $5,200.00 
24.00 7,200 .00 
$12,400.00 
$52.00 $5,200.00 
24.00 6,000.00 
$11,200.00 
$24.00 $1,200.00 
$5.00 $2,500.00 
5.00 1,750.00 
$5.00 $750.00 
$40.00 $4,800.00 
40.00 4,000 .00 , 
$40.00 $800.00 








basis of labor hours 


$3,000 
3,500 
1,800 
600 
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The operating statements of the various departments for January are as 
follows: 


Department A 

Tons Price Amount 

Pint SE TE 6. o's ste dceencdsse emia 350 $32.00 $11,200 
ne IE 049-00. + binant iokceede 350 5.00 1,750 
BN nc cae aig peisind nh ethene alan webct 2,400 
Ns ia standin wane binemetaecn mas 3,000 
NN ola oe eka ae eek beens rane 700 $26.21 $18,350 
Less by-product “Y”’ at selling price ...... 70 20.00 1,400 
A, 6c ocnncdavent+senemnnpasseseion 630 $26.90 $16,950 
Eovnperntion Beanes. . occ ccscccccscccces ae?’ ages wanes 
Product of department A...............-. 560 $30.27 $16,950 
i. ee 400 30.27 12,108 
Inventory, department A, Feb. 1.......... 160 $30.27 $4,842 


The quantity of product of department A piped to department B is deter- 
mined as follows. The problem states that in department B, material is 
received from A in the proportion of 4 tons of the mixture to each ton of 
material ‘“‘T"’ issued. The foregoing summary of raw-material accounts shows 
that 100 tons of raw material “‘T” was issued. Hence 400 tons of the mixture 
of department A must have been piped to department B. 


Department B 
Tons Price Amount 
Material from department A.............. 400 $30.27 $12,108.00 
Se wh oie cd cbdiccccaccsse 100 40.00 4,000 .00 
LSE 40.0. 4¢6k Gans ebbdesedennienth 4,200.00 
BET ciu-cuceccined s50GsEULEARceReeS EEE 3,500.00 
Es « o.06cckcdeenartennsaddddeoaes 500 47.61 $23,808 .00 
Delivered to department C............... 400 49.33 19,730.90 
Inventory in department B, Feb. 1........ 100 40.77 $4,077.10 








The method of determining the cost of product delivered to department C 
and that remaining in inventory requires explanation. While 500 tons of 
ingredients are introduced into the process, only 400 tons of ingredients are 
taken out, the balance, 100 tons, remaining’ in process. In the “absence of 
information to the contrary it must be assumed that the 100 tons in process 
average fifty per cent completed. In that case it is unlikely that in a half 
completed state these goods in process have incurred all the labor and burden 
charges incident to the process. For this reason the labor and burden charges 
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applicable to department B are distributed over 400 tons fully processed and 
100 tons fifty per cent processed. Material costs are of course distributed 


according to weight. 


In the following summary the material costs are divided 


between finished product and product in process in the ratio of 400/500 and 
100/500, while the labor and burden costs are divided in the ratio of 400/450 











and 50/450. 
Finished Product 
product in process Total 

Re he ee ene $12,886.40 $3,221.60 $16,108.00 
i ihiovaepouees senabebee seas 3733-35 466.65 4,200.00 
Gk tas die eeeeeekanediaee ce 3,111.15 388.85 3,500.00 

Ns iid Ub in deec drgiineehiaakiel $19,730.90 $4,077.10 $23,808.00 

Department C 
Tons Price Amount 

Material from department B.............. 400 $49.33 $19,730.90 
icc hehbekesgseseennsaness« 3,600.00 
LU «dick bagels bed oe eR 1,800.00 

Ny visi cibbcc ands Jens ob ode cba 400 62.83 $25,130.90 
Transferred to department D............. 40 62.83 2,513.09 
Transferred to department E............. 360 62.83 $22,617.81 

Department D 
Tons Price Amount 

Material from department C.............. 40 $62.83 $2,513.09 
Te da ad Sie uae ik aa ao edn oe Rae 840.00 
ENR SS ns Kaen scdcdeetbleccescasdduen 600.00 

0 ee eee 40 98 .83 $3,953.09 
ih <i s Gee iin dah ne eA a Rew a 4 
RS dec kD as Abbhawisias nd cedoae en 36 109.81 $3,953.09 
Inventory, Jan. 1—at market............. 10 82.00 820.00 

| ESE pe entree” 46 103.76 $4,773.09 
Excess of cost of by-product Z over market 

value, transferred to department E as 

additional cost of main product X..... 1,323.09 


Inventory of by-product Z, Feb. 1......... 
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By reference to the preceding statement of operating costs of department C, 
it will be noted that the cost of the mixture passed on to the succeeding de- 
partments for conversion into the main product was reduced by an amount of 
$2,513.09, the proportionate cost of the mixture going into the by-product. 
But after this by-product has been completed it is found that its market value 
is less than its cost. This loss may be taken as a loss on the by-product, or it 
may be taken as a correction of the value placed on the ingredients credited in 
department C against the cost of the main product. The nature of this cor- 
rection may perhaps be more clearly shown as follows: 


Market value of 46 tons of by-product Z................0.05. $3,450.00 
Less market value of inventory over from Jan. 1: 

Sao a4.bs dknncesn ca veningdsnoesueus 750.00 
Remainder—market value of 36 tons produced in January $2,700.00 


Costs of completion in department D: 





Amount credited in department C to cost of main prod- 


uct for material transferred to by-product................. $2,513.09 
Less amount realizable therefor. ........5.........cceeeeees 1,260.00 
EMEBs o vccvccccenssunvecss Sede Gbbbie es ivssulccdassees $1,253.09 


Loss in market value of inventory brought over from 


Jan rt: 
10 tons,.dropped.from $82.00 to $75.00, or $7.00 
OE COR cdsin Wo 6 0 edb ccs ccccsececcecasesesekessseeniaced 70.00 


It is evident from the foregoing that the cost of the product X manufactured 
in January has been affected to the extent of $70.00 by the drop in value of 
by-product Z brought over from the beginning of the month. Perhaps this 
is not strictly accurate, but if the procedure of correcting the cost of the main 
product X on account of differences between the cost and realizable value of 
by-product Z is adopted, it is probably not necessary to give consideration to 
such refinements of theory as a distinction between losses on by-products 
manufactured during the month and losses on by-products manufactured in a 
preceding month. 


139 








The Journal ef Accountancy 


































Department E 
Tons Price Amount 


Material from department C.................. 360 $62.83 $22,617.81 
Excess of cost of by-product Z over market value, 
treated as a correction of the cost of the main 


DES. i. pceneuceneabansesseoenentuaneee 1,323.09 
ha ais ias.¢4ued bo aE AE 4k wa atanls 2,500.00 
DT We dns ceded naaneahs cans eu@aenns 2,500.00 

0 a ee ee ree ee eee 360 680.39 $28,940.90 


91.50 18,300.50 





200 
Inventory in department E, Feb. 1............ 160 66.50 $10,640.40 





Inasmuch as the problem states that material from department C is stored 
in department E until completed, it is assumed that only the 200 tons com- 
pleted have received any processing in department E, and therefore the total 
labor and burden costs in this department are charged to the 200 tons com- 
pleted, the 160 tons remaining in inventory being valued at the material cost 
only. It may be that the 160 tons remaining in the inventory were partly 
processed. In that case the 160 tons would be charged with a proportion of 
labor and overhead, determined by a method similar to that used in depart- 
ment B. 

The billing price per ton of product X manufactured during the month, is 
shown above to have been $91.50. 


ROLLINS COMPANY 
Summary of inventories, February 1, 192— 


Basis Tons Price Amount 


PN I MER 5 a vesedieddesce. Cost 50 $24.00 $1,200.00 
ED G8 s wecececenbasese cs 150 5.00 750.00 
EE 2 24cs si veewm ines = 20 40.00 800.00 
I as: 4, 5:0 aieiss Siakraeaiee a « si 160 30.27 4,842.00 
Es... cana vibetatneens te _ 100 = 40.77 4,077.10 
PM ecrendceiveseasesseese Market 46 75.00 3,450.00 


Ts nice dear Wakuwesuas Cost... 160 66.50 10,640.40 





phos das ppueneadde tecnwes $25,759.50 
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Ee 
No. 2 (14 points): 

Two companies, A and B, enter into an agreement to develop mineral 
properties at present owned by B. The agreement provides that A shall 
furnish cash capital of $1,000,000 which is to be used in the development of 
the properties, that the profits are to be shared equally but that B is to receive 
the = of $1,000,000 out of A’s share of profits before A receives any of the 
profits. 

It is estimated that the property will have a life of 20 years. 

At the end of the first year of operation, the profits amounted to $600,000. 

The accounting records relative to these transactions are kept by company B. 

You are required to prepare journal entries giving effect to the above on the 
books of company A and state how the liability for the $1,000,000 payable out 
of earnings should be set up on company A’s balance-sheet. 


Solution: 

Before this problem can be solved it is necessary to reach a conclusion on 
each of two somewhat doubtful points. First, are the stated profits of $600,000 
earned during the first year profits before or after depletion? If provision for 
depletion is being made on B’s books, then the capital invested by A is being 
kept intact, and A will receive his capital at the end of the period of operations, 
in addition to receiving his share of the profits during the period. But if, on 
the other hand, no provision is being made for maintenance of capital, then A 
will not get back his capital at the end, and hence it will be necessary for him 
to write off his investment gradually during the period of operations. 

In favor of the assumption that depletion is being provided on B’s books it 
may be noted that the problem says that the profits were $600,000 during the 
first year. Now, strictly speaking, profits are not profits until after the pro- 
vision for depletion, and hence a literal interpretation of the problem would 
lead to the conclusion that the $600,000 is after depletion. But on the con- 
trary it is necessary to remember that distributions may be made out of the 
income realized from the operation of wasting assets without making provision 
for depletion. That is to say, dividends may be paid equal to the actual 
profits and the depletion provision. Joint ventures of the nature described in 
this problem are usually conducted on this basis. For what would be the ob- 
ject of piling up a funded depletion reserve against the time of conclusion of 
operations? And the participants would not be adequately safeguarded if the 
persons operating the venture were allowed to withhold assets equal to the 
depletion provisions without creating a segregated fund to be available in final 
liquidation of the capital. 

The next question is: Is there any difference between the million dollars 
invested originally by A and the additional million dollars to be later paid by 
him to B out of A’sshare of the profits? Or to put the queston more precisely, 
assuming that depletion is being provided on B’s books with the expectation of 
later returning to A the entire amount of his capital investment, does A have a 
right to expect a return of the first million dollars and also of the second 
million, or is only the first million to be regarded as returnable capital and the 
second million as a non-returnable bonus to be paid to and retained by B in 
consideration of his allowing A to share in the profits of the operation of the 
mineral properties now owned by B? 

These two questions are inter-related. If it is assumed that the entire 
$2,000,000 is to be regarded as an investment and if it is also assumed that 
depletion is being provided on B's books, then A would have a right to set up 
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and carry an investment account of $2,000,000 as an asset, which he could 
expect to recover at the expiration of twenty years; and he could regard his 
share of the joint earnings as income without making any provision on his books 
for the extinguishment of his $2,000,000 investment. On this assumption, the 
following would appear to be a proper solution: 


Investment in mineral land venture.............. $2,000,000 
Nl Ol aetyamr noha, Tapeh aan, An Sear f $1,000,000 
Contingent liability (etc.).................6. 1,000,000 


To record investment of $1,000,000 cash in a joint 
venture with B in certain (described) properties, 
under a contract providing for equal participa- 
tion in profits, and for an additional investment 
of $1,000,000 out of our share of the profits. 


a ccc adeehectcccc ches cuspess 300,000 
Profits from mineral land venture............ 300,000 


To take up our one half of the profits of the ven- 
ture, the same being retained by B in partial 
liquidation of the liability for additional in- 
vestment. 


In the balance-sheet the contingent liability of $700,000 remaining unpaid 
could be deducted on the face of the statement from the $2,000,000 book 
balance of the investment, carrying out $1,300,000 as the present actual 
investment. The nature of the contingent liability should be clearly described. 

An alternative method under this assumption would be to charge the invest- 
ment account and credit cash at the beginning of the year with only $1,000,000. 
Then at the end of the year the profits would be taken up by charging the in- 
vestment account and crediting income with $300,000. The contingent 
liability for the remaining $700,000 would be shown as a footnote. 

If it is assumed that B is providing depletion on his books (as above) but 
that only $1,000,000 is returnable to A at the end of twenty years, while the 
remaining $1,000,000 is a bonus paid to B for the right to participate in the 
profits, A would have to write off this second million dollars against the income 
received by him during the twenty years. The entries would then appear to 
be as follows: 


To record investment, etc. 


eee eet cad ss cekere 1,000,000 
Contingent liability (etc.). . 2... cc ccc cece 1,000,000 


To record the liability for payment of one million 
dollars to B out of,the first income of that 
amount due us from the venture. 
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At the end of the year the profits would be taken up and a portion of the 
bonus would be written off, as follows: 


Contingent liability (etc.)............. eee ee eee $300,000 
Profits from mineral land venture............ $300,000 
To take up our share of the profits from the ven- 
ture, the same being retained by B in partial 
liquidation of the liability for additional com- 
pensation for the right to participate in the 
profits. 


Profits from mineral land venture................ 50,000 
CGO TEs « 0'6k-0.0050.00080s-0ke0nssxennenee 50,000 
To write off against this year’s profits one twen- 
tieth of the bonus paid to B. 


This bonus should really be written off in proportion to the quantity of 
mineral extracted; but as no information on this point is given in the problem, 
the write-off is made on an equal annual basis. 

On the balance-sheet, the investment account of $1,000,000 and the $950,000 
balance of the bonus account would be added, and from the total would be 
deducted the $700,000 balance in the contingent-liability account. 

The alternative method of postponing any entry for the bonus until the 
end of the year could also be applied here—that is, no entry for the bonus 
would be made at the beginning of the year. At the end of the year the prof- 
its would be taken up by a debit of $300,000 to the bonus account. The 
$50,000 would then be written off from this bonus account. The balance- 
sheet would then show the $1,000,000 investment account plus the $250,000 
balance in the bonus account. The contingent liability would be mentioned 
in a footnote. 

But if it is assumed that no depletion is provided on B’s books, then it is 
immaterial what view is taken of the second million dollars payable by A, for 
nothing is returnable to him at the end of the period of operations, and both 
millions are sunk. Under that assumption it would be necessary to write off 
one twentieth of two million dollars each year, and the entries would be: 


Investment in mineral land venture.............. $2,000,000 
GUS od oc cdrdbendpabiscenvviccssaveddecsd $1,000,000 
Contingent liability (etc.)............600000e 1,000,000 
CD le 0k endo sncenecctcccccds sencss 300,000 
Profit on mineral land venture............... 300,000 


To take up our share of the profit for the year, by 
application against the contingent liability. 


Profit on mineral land venture.................+. 100,000 
Investment in mineral land venture.......... 100,000 
To write off one twentieth of the investment in the 
venture, as no depletion is provided on B’s books. 
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The contingent liability would be shown by deduction on the asset side of 
the balance-sheet, as above. 

Another entirely different assumption is possible. A invests $1,000,000 and 
shares equally in the profits after the first two million dollars. In other words, 
the provision for the withhelding of one million dollars by B is merely an 
amendment of the equal profit-sharing agreement. On that assumption A 
would charge the investment account with one million dollars and would make 
no further entries until such time as he began to receive cash profits. At that 
time he would debit cash and credit income and would write off depletion 
against his profits, unless such depletion provisions were being made on B’s 
books. On this assumption there would be no contingent liability to show, as 
the provision for the withholding would be regarded as merely a qualification 
of the profit-sharing agreement. 

The editor favors the third solution given above. He is inclined to interpret 
the contract as having followed negotiations somewhat as follows: B approaches 
A with a proposition whereby A is to invest two million dollars for a half in- 
terest in the profits during twenty years, with the understanding that nothing 
will be returnable to A at the end of that time because divisions of profits will 
be made without provision for depletion. Of the amount thus paid by A, one 
million dollars is to be used for business purposes, and the other million is to 
go to B to compensate him for the rights which he regards as highly valuable. 
But A is not convinced that it would be a good venture; whereupon B states 
that he is so certain that the venture will be profitable that he is willing to wait 
for his million dollars until A earns it out of the venture. 
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Institute Examinations in Law 
By SPENCER GORDON 


[The following answers to the questions set by the board of examiners of the 
American Institute of Accountants at the examinations of November, 1924, 
and May, 1925, have been prepared in response to request by THE JOURNAL OF 
AccounTANCY. These answers have not been reviewed by the board of 
examiners and are entirely unofficial. They represent the personal opinions 
of the author.—Editor, Taz JOURNAL OF ACCOUNTANCY.] 


COMMERCIAL LAW 
NOVEMBER 14, 1924, 9 A. M. TO 12.30 P. M. 
Maximum credit for each question answered is 10 points. 
Give reasons for all answers. 
NEGOTIABLE INSTRUMENTS 
Answer three of the following four questions: 
No. 1: 
Taylor held Thompson’s note for $400. Taylor was indebted to Thompson 
on an open account for $400. Taylor transferred the note to King in the usual 
course of business for value. When due, King presented the note to Thompson, 


who refused payment on the ground that Taylor owed to him, Thompson, an 
amount equal to the note. Did Thompson, the maker, have a good defense? 


Answer: 

Thompson, the maker, did not have a good defense. The defense that 
Thompson had against the payee was cut off by the transfer to King for value 
in the usual course of business. 


No. 2: 

Styles made a note to Johnson dated January 1, 1924, and due April 1, 1924. 
The note contained no provision as to interest. The note was not paid by 
Styles when due but it was allowed to run until September 1, 1924, when Styles 
paid it. Could Johnson collect any interest? 


Answer: 

Johnson could collect interest from April 1, 1924, the date of maturity, to 
September 1, 1924. Where interest is not expressly reserved and the paper 
matures at a time certain, it will draw interest from its maturity by operation 
of law without prior demand. Interest before maturity, however, is recover- 
able only where the instrument expressly provides for interest, and inasmuch 
as there is no express provision for the payment of interest on this note no 
interest accrued before maturity. 


No. 3: 

McDonald becomes the holder in due course of a note purporting to have 
been made by Knapp and bearing endorsements in blank by Abbott, Perrin 
and Pringle. The maker’s name was forged. When due the note was dul 
presented for payment, permet refused, and notice of dishonor given to all 
parties. Could McDonald collect and from whom? 
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Answer: 

McDonald could recover from any one of the three endorsers. Each en- 
dorser warrants to all subsequent parties that the instrument is the genuine 
article it purports to be and he is therefore bound by his endorsement to all 


parties subsequent to him. 


No. 4: 
When should a draft be presented to the drawee for acceptance or payment? 


Answer: 

The negotiable-instruments law expressly provides that except as therein 
otherwise provided the holder of a bill required to be presented for acceptance 
must either present it for acceptance or negotiate it within a reasonable time, 
and if he fails to do so the drawer and all endorsers are discharged. 

Presentment for payment, of course, can not be made until the instrument 
is due. In order to hold the endorser or drawer on a bill or note payable on 
a fixed day, the holder must present the same for payment on the day on which 
it is payable. Some few states allow three days of grace. 


CONTRACTS 


Answer two of the following three questions: 


No. 5: 

The A Company, a New York corporation, made a contract with the B 
Company in Norway for its yearly supply of Norwegian cod-liver oil of certain 
specifications. Payments for oil were to be made by drafts. A shipment of 200 
barrels arrived in New York early in August, the A Company accepting a 
draft for the purchase price payable September Ist and took the oil from the 
steamer to its plant. The oil when tested (the testing process requiring about 
10 days’ time) proved to be of lower grade than required by the specifications. 
The A Company notified the B Company by cable of the defects, offered to 
return the oil to the B Company and refused to pay the draft on September rst, 
(the draft being still held by the B Company). The B Company refused to 
accept a return of the oil and sued for the purchase price claiming that the A 
Company had accepted the oil. Did the A Company have a defense? 


Answer: 

The A Company has a good defense. The buyer is entitled to a reasonable 
time within which to inspect the goods. The acceptance of the draft, if re- 
garded as an acceptance of the goods at all, is to be regarded as an acceptance 
on condition that the goods are as specified. Here the buyer inspected the 
goods within a reasonable time and found that they were not as specified in 
the contract. The failure of the seller to make delivery in accordance with 
the terms of the contract entitled the buyer to rescind the contract. 


No. 6: 

Jones and Chambers were both road-building contractors. Bids were called 
for by the state of New Jersey for the building of a certain state road in that 
state. Jones pro to Chambers that Chambers refrain from bidding in 
consideration of Jones’ refraining from bidding against Chambers on another 
road soon to be built and an agreement was entered into to that effect. Jones, 
however, entered a bid on both jobs and was awarded both contracts. Chambers 
sued Jones for the profits made under the second contract alleging breach of the 
agreement between them. Could Chambers recover? 
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Answer: 


Chambers could not recover. The rule is well settled in the United States 
that agreements which in their necessary operation upon the occasion of 
contractors bidding for public work tend to restrain the natural rivalry and 
competition of the parties, and thus produce a result disadvantageous to the 
public, are against public policy and are void. 


No. 7: 

Wood contracted with Long, a shirt-maker, for 1000 shirts for men. Long 
manufactured and delivered 500 shirts which were paid for by Wood, who at 
the same time notified Long that he could not use or dispose of the other 500 
shirts and directed Long not to manufacture any more under the contract. 
Long proceeded to make up the other 500 shirts, tendered them to Wood, who 
refused to accept, and Long then sued for the purchase price. Could he recover? 


Answer: 


Long could not recover the purchase price, for title to the shirts had not 
passed at the time of repudiation. Where, as here, the goods are still to be 
manufactured when the buyer repudiates the contract, the buyer cannot be 
held for any greater damages than the seller would have suffered if he had 
done nothing towards carrying out the contract of sale after receiving notice 
of the buyer’s repudiation or countermand. The profit the seller would have 
made if the contract had been fully performed should be considered in esti- 
mating the damage suffered by the seller. 


PARTNERSHIP 


Answer one of the following two questions: 
No. 8: 


Barr and Nelson, co-partners, received in the course of business a note made 
by Nash. Barr endorsed the note in the firm name. The note not being paid 
at maturity was protested by the holder and notice given to Barr. In a suit 
against Barr and Nelson as endorsers, Nelson defended on the ground that he 
had not had notice. Was his defense good? 


Answer: 
Nelson’s defense was not good. Notice to one of the partners is notice to all. 


No. 9: 

Bigelow engaged the services of Ely to manage a public garage owned by 
Bigelow. A written agreement was entered into under which Bigelow 
to pay Ely a salary of $45 a week and 15% of the net profits of the business. 
Did the agreement constitute Bigelow and Ely as partners? 


Answer: 

The agreement did not make Bigelow and Ely partners. A contract for the 
remuneration of an agent or person engaged in a business by a share in the 
profits of the business does not of itself make the servant or agent a partner 
in the business. 

CORPORATIONS 


Answer one of the following two questions: 
No. 10: 


Explain the meaning of the words “ultra vires” as applied to corporations, 
illustrating by an example, actual or fictitious. 
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Answer: 

The term “ultra vires” as applied to corporations means any act of a cor- 
poration which the corporation is not authorized to do either by its express 
or implied powers. For example, a corporation organized to carry on a general 
hardware business can not engage in a grocery business. 


No. II: 

In what circumstances, if at all, has a corporation power to purchase its 
own stock? 
Answer: 

In the absence of constitutional, statutory or charter restriction, by the weight 
of authority in the United States a corporation may purchase and hold shares 
of its own stock provided that the corporation in making such purchase is 
acting in good faith and that the consideration paid is not unequal or dispro- 
portionate to the value of the stock, that the corporation is solvent and not 
contemplating or in process of dissolution, and that the rights of creditors and 
non-assenting stockholders are not adversely affected. To be valid against 
non-assenting parties the purchase must be by authority of the directors, 
although officers of the corporation may purchase without that authority 
so far as consenting parties are concerned. 


BANKRUPTCY 


Answer the following question: 
No. 12: 

Outline briefly the principal steps in a bankruptcy proceeding. 
Answer: 

The first step in a bankruptcy proceeding is the filing of either a voluntary 
or an involuntary petition. The next principal step is the adjudication. Upon 
the adjudication of the bankrupt a creditors’ meeting is called, over which the 
referee presides. The bankrupt must appear at this meeting to be examined 
by any parties in interest who desire to examine him. The creditors present 
their claims to the referee. A trustee is elected by the creditors by a majority 
in numbers and amount of claims. He takes title to the bankrupt’s assets and 
administers his estate. Within twelve months after the adjudication and not 
before one month after the adjudication, the bankrupt must file his application 
for a discharge. The court grants or refuses the discharge after hearing any 
objection that may be made thereto. 


INCOME TAX 


Answer both the following questions: 

No. 13: 

What is earned income as defined by the income-tax law of 1924 and what is 
its application under the law? 
Answer: 

Earned income means wages, salaries, professional fees and other amounts 
received as compensation for personal services actually rendered. If the tax- 
payer is engaged in business in which both personal services and capital are 
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material income-producing factors, a reasonable allowance as compensation 
for the personal services rendered by the taxpayer not in excess of 20 per 
cent. of his share of the profits of such business is considered earned income. 
In no case is more than $10,000 considered earned income. The tax is credited 
with 25 per cent. of the amount of the tax which would be payable if earned 
income constituted the entire income. 


No. 14: 

On January 10, 1923, A purchased stock of a certain corporation for $10,000. 
On August 15, 1923, he received dividends amounting to $1,200, all of which 
were paid out of earnings of the corporation accumulated prior to March 1, 
1913. In December, 1923, A sold the stock for $8,000. 

(A) Was the dividend of $1,200 taxable? 

(B) What was A’s deductible loss on the sale of the stock? 


Answer: 

(A) No, because out of earnings prior to March 1, 1913. 

(B) Eight hundred dollars. The dividend is considered a return of so much 
principal, 


COMMERCIAL LAW 
May I5, 1925, 9 A. M. TO 12.30 P. M. 


(Each satisfactory answer is entitled to 10 points) 


NEGOTIABLE INSTRUMENTS 


Answer three of the following four questions: 
No. I: 


A delivered to B the following instrument: “Jan. 5th, 1925. One month 
after date I promise to pay to B, seven hundred fifty dollars” (Signed) “A”. 
B endorsed the instrument in blank before maturity and delivered it to C for 
value. When due, A refused to pay and C sued B. Could C recover? 


Answer: 


C could not recover as upon a negotiable instrument because it is not to the 
order of B. 


No. 2: 

Burns lent a sum of money to Atkins, but at a usurious rate of interest. 
He took a note payable to bearer for the amount of the loan and interest. 
Burns then sold the note to Wilson but endorsed ‘‘ Without recourse”. Wilson 
could not recover the face amount of the note from Atkins because of the usury 
and 2 ES, by suit, to recover from Burns, the endorser. Could he 
recover 


Answer: 

Yes, Wilson could recover from Burns, the endorser, even though Burns 
endorsed without recourse. One who endorses without recourse disclaims 
responsibility for ordinary failure to pay the note, but he does warrant that 
the note is genuine and in all respects what it purports to be. If the note is 
illegal because of usury it is not what it purports to be and the qualified 
endorser can be held. 
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No. 3: 

A entered into an agreement to purchase certain shares of stock of the X Y 
Company, the agreement providing for the giving of a note for the amount 
of the deposit on the signing of the contract. The agreement further gave A 
the right to cancel his agreement to purchase on notice to the X Y Company. 
A gave the note. The X Y Company induced C to endorse the note as an 
accommodation and the note was thereupon discounted at a bank. A duly 
cancelled his purchase agreement but the note was not returned. On maturity, 
as neither A nor the X Y Company paid the note, C did so and the note, en- 
dorsed - blank, was turned over to him. C sued A on the note. Could he 
recover 


Answer: 


C, the accommodation endorser, could recover from A. 

The note was negotiable. The fact that by a separate agreement the note 
was not to be payable absolutely does not make the note non-negotiable. The 
bank by discounting the note became a holder in due course and therefore cut 
off the defense that A had because of his agreement with the corporation. 
When the endorser paid the note upon default of the maker, he stepped into 
the shoes of the holder in due course, whom he paid. 

The fact that C became an endorser at the request of the corporation rather 
than at the request of the maker is immaterial here, for the maker by putting 
the note in circulation invited an endorsement thereof, and that invitation 
when accepted created a privity of contract between the maker and the en- 
dorser. 


No. 4: 

You are the holder of a negotiable promissory note endorsed in blank by 
John Jones. How would you transfer the note so as not to become liable as a 
party to it, as a guarantor of its genuineness or as to prior parties? 


Answer: 

In order to transfer a negotiable promissory note so as not to become liable 
as a party to it or as a guarantor of its genuineness and the contractual capacity 
of all parties, it would be necessary to do the following: Endorse the note with- 
out recourse and obtain from the purchaser an agreement to the effect that he 
takes the paper at his own risk absolutely. It would perhaps be best to have 
this agreement placed upon the instrument itself, although it has been held 
competent to show such an agreement by parol evidence where the endorse- 
ment is without recourse. 


CONTRACTS 


Answer two of the following three questions: 
No. 5: 

Hecht purchased from McCormick a team of horses for $650, a set of double 
harness for $185 and a wagon for $75. Before delivery the harness was stolen. 
McCormick tendered delivery of the team and wagon, but Hecht refused to 
accept and pay for them on the ground that McCormick could not deliver the 
harness also. Was Hecht correct in his position? 


Answer: 

Hecht was correct in his contention. The rule that a party who has failed 
fully to perform his contract can not recover for part performance applies only 
to entire and not to severable contracts which are in legal effect independent 
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agreements about different subjects, although made at the same time. In 
determining under which of the above two classes a contract falis the intention 
of the parties must govern. 

Where, as here, the subject matter of the sale is regarded by the parties as 
being in the nature of one entire thing, the contract is entire although such 
goods consist of separate items and are priced separately. 

The fact that the consideration was expressly apportioned among the three 
articles has been held sometimes to be indicative of an intention that the con- 
tract should be severable. 

Here, however, it seems apparent from the very nature of the articles which 
were to be purchased that the contract was intended by the parties to be an 
entire one and not a severable one, and so it would seem that the position taken 
by Hecht is correct. 


No. 6: 

A entered into a contract to erect a house for B at a cost of $10,000. During 
construction, A notified B that the price of a certain material called for by the 
specifications had advanced so that it could not be used unless B would agree 
to pay $600 more. B agreed, but when the house was completed refused to 
pay the extra $600, so A brought suit. Did B have a defense? 


Answer: 


B has a defense. A was already legally bound by contract to erect the house 
for $10,000 and there was therefore no consideration to support the promise to 
build the house for $10,600. 


No. 7: 

Smith contracted to sell to Jones certain goods of specific quality to be 
delivered by truck to Jones’ place of business on March 10, 1925. On that 
date Smith delivered the goods and Jones paid for them. At the date of 
delivery the goods were of considerably higher market value than the price 
under the contract. The next day Jones found the goods were not as specified. 
He, Jones, then returned the goods, notifying Smith that he rescinded the 
contract, and replaced them by purchasing other goods in the open market. 
Jones subsequently sued Smith to recover the amount he had paid to Smith and 
also the amount & had been compelled to pay above the contract price in 
order to purchase in the open market. What did Jones recover? 


Answer: 

With full knowledge of all the facts, Jones made his election to rescind the 
contract, and he is bound by his election to rescind and can not thereafter 
affirm the contract and sue for its breach. Therefore he can not recover 
damages for the breach of contract. 

The implied obligation of the parties to restore everything of value received 
under the contract remains and may be enforced after the rescission, however, 
so Jones could recover the amount paid under the contract. 


PARTNERSHIP 
Answer one of the following two questions: 
No. 8: 
State the rule for the marshaling of assets and payment of firm and indi- 


vidual debts where a copartnership becomes insolvent, the members thereof 
having personal assets and individual creditors. 
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Answer: 

The general rule for the marshaling of assets and payment of firm and in- 
dividual debts where a copartnership becomes insolvent, the members thereof 
having personal assets and individual creditors, is as follows: The firm assets 
are to be applied in the first instance to the payment of firm debts, and the 
assets of the individual partners to the payment of their individual debts. 


No. 9: 
To what extent is a partner liable to his copartners for losses incurred in his 
conduct of partnership transactions? 


Answer: 


The expenses and losses of a partnership are to be borne by the partners in 
the same proportion in which they are to share the profits unless they contract 
for a different proportion. Even where a partnership loss is occasioned by the 
conduct of one partner without the participation of the others, it will not be 
charged to him but will be borne by the firm in the absence of fraud, culpable 
negligence or bad faith on his part. 


CORPORATIONS 


Answer one of the following two questions: 
No. 10: 

A meeting of the board of directors of the Z corporation was called to con- 
sider the issuance of bonds. A, one of the directors, did not attend but gave a 
proxy to F authorizing F to attend in his place. Was this proper and could F 
attend and act at the meeting? 


Answer: 

F could not attend and act at the meeting for he was only a proxy. A di- 
rector must attend the meetings of the board and act in person. The obvious 
reason for this is that he is obligated to use his individual judgment with re- 
spect to matters coming up before the meeting of the board in order to further 
the interests of the corporation. Such individual judgment can not be exer- 
cised by a proxy. 


No. II: 


The Z corporation had a board consisting of fifteen directors. It adopted a 
by-law authorizing the board to appoint a committee of five of its members 
with authority to act whenever the board was not in session or could not be 
convened. This committee at one of its meetings authorized the sale of a bond 
and mortgage held by the corporation. Subsequently the assignment of the 
bond and mortgage, executed in accordance with the authorization, was 
attacked on the ground that it was not the act of the corporation, it not having 
been authorized by the whole board at a board meeting. Was the claim made 
correct: 


Answer: 

The claim made was not correct. In the final analysis the determination of 
the affairs of a corporation rests with its stockholders and arises from their 
power to choose a governing board of directors. Unless a local statute stands 
in the way, the stockholders may authorize the board of directors to delegate to 
an executive committee authority to act when the board is not in session and to 
do the acts that the board might do if the board were in session. The execu- 


152 








Institute Examinations in Law 


——-- — ~=-- = ~— 
— — 











tive committee in this way derives the authority from the stockholders through 
the board of directors. 
This is true even though the powers delegated by the board are discretionary 
powers. 
BANKRUPTCY 


Answer the following question: 
No. 12: 
Explain the difference between a trustee in bankruptcy and a receiver in 
bankruptcy. 


Answer: 


A receiver is a person appointed by the court upon application of parties in 
interest when the court finds it is absolutely necessary for the preservation of 
the estate to take charge of the property of the bankrupt after the filing of a 
petition and until it is dismissed or the trustee qualifies. The receiver does not 
take title to property or administer the estate of the bankrupt. The character 
of the function of a receiver is purely preservative. 

The trustee is a person elected by the creditors after the adjudication to take 
title to the bankrupt’s estate and to administer it. The function of the trustee 
is administrative as distinguished from the preservative character of the 
function of the receiver. 

INCOME TAX 


Answer both the following questions: 


No. 13: 

A purchased an apartment house in 1921. A never received any income 
from the property; in fact, it never produced sufficient revenue to pay for the 
cost of running it. He sold the property in 1924 at a price lower than that he 
paid for it. You are called upon to prepare A’s income-tax return for 1924. 
Upon examining his returns for prior years, you find that no depreciation was 
ever deducted by A in regard to the apartment house oe ep A explaining 
that as there was no income from the property to serve as the basis of a reserve 
fund for depreciation, he had never taken any. How would you compute A’s 
loss on the sale and should any action be taken with reference to the returns 
for prior years? 

Answer: 

Depreciation does not depend on income. Amended returns should be 
made for prior years taking depreciation as a deduction. In computing the 
loss the purchase price should first be reduced by depreciation from 1921 to 
1924. 

No. 14: 

A was the owner of a majority of the capital stock of the M corporation; in 
fact, he held all the stock with the exception of a few shares. He was also the 
president of the corporation and the directors voted him a salary of $20,000 per 
annum. The corporation deducted the $20,000 from its 1922 return as com- 
pensation paid. Upon audit of the return the commissioner of internal 
revenue refused to allow the full $20,000 deduction and reduced it to $16,000. 
Has the commissioner such power and, if so, in what circumstances? 


Answer: 
The commissioner may disallow the salary of the president as a deduction to 
the corporation to the extent that such salary is unreasonable. 
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Correspondence 
ACCOUNTANTS AND THE LAW 


Editor, The Journal of Accountancy: 

Str: I believe that you should be complimented for having acquired for pub- 
lication the article by Harold Dudley Greeley, The accountant’s duty to un- 
cover questions of law. The time is propitious to bring this matter forcibly 
to the attention of the profession. In my experience in public accounting, 
extending over fourteen years, I have found the knowledge of law of paramount 
importance to the accountant. In ordinary audits these points arise, even 
though the auditor may not be aware of them. For example, accountants 
practising in New York frequently find officers who are also stockholders owing 
money to the corporation or having drawing accounts on the books of the cor- 
porations. It behooves the accountant in this case to call the attention of his 
client to section 59, article 6, of the stock corporation law (as amended in 1923) 
stating: 

“No loan of moneys shall be made by any stock corporation, except a mon- 
eyed corporation, or by any officer thereof out of its funds to any stockholder 
therein, or shall any such corporation or officer discount any note or other 
evidence of debt, or receive the same in payment of any insta!ment or any part 
thereof due or to become due on any stock in such corporation, or receive or 
discount any note, or other evidence of debt, to enable any stockholder to 
withdraw any part of the money paid in by him on his stock.” 

Moreover, the rules of evidence have now become prerequisite to practice 
before the United States board of tax appeals. 

I commend Mr. Greeley’s idea of fixing fees on the principle of ‘quantum 
meruit” in preference to per-diem rates. I have followed this principle for the 
last few years although it was not possible, in every instance, to eliminate the 
per-diem basis. 

There are, of course, limitations to the accountant’s use of his legal knowl- 
edge. Mr. Greeley properly expounds these limitations and the practitioner 
should carefully read this phase of his elucidating article. 

Yours truly, 
HENRY VARAY. 


New York, July 7, 1925. 
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